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AMERIGROUP

Changing Our Members® Lives
Teaming With Doctors, Nurses é.nd Providers
Saving State Governments Money
Earning a Fair Return for Investors
Reforming American Healthcare. ..

One Life at a Time.




Delivering The Promise

For AMERIGROUE 2006 was a year of exceptional challenges and exceptional promise. In 2005, we experienced an
unanticipated increase in medical costs that reduced earnings and caused us to reassess our operations from top to
botrom. To address these issues and to succeed in 2006, we retooled our organization and at the same time continued
the rapid growth we have known since our founding,

We are pleased that in 2006 AMERIGROUP rose to meet its challenges and delivered the year’s full promisc of achievement.
By any measure, the results for the year were a tremendous improvement for our Company. Equally imporeant, we laid the
foundation for growth in 2007 and built a stronger organization that can manage our growth effectively.

We delivered the promise of growth, We successfully entered Georgia and ended the year with approximarely 227,000
members, making it one of our largest startup health plans. We expanded our presence in five of our existing states.
Our program for people with long-term illnesses and disabilizies in Texas, AMERIPLUS, grew from one locality to
three. We also won the opportunity to enter Tennessee, which will become our 10ch state in early 2007, where we
expect to cover over 150,000 members, including mothers, children and people with long-term disabilides.

To better serve our members and government partners, we increased our national workforce by approximately thirty
percent, adding 800 new associates and opening our second National Support Center in Virginia Beach.

We delivered the promise of better healthcare for low-income Americans. Our eight disease management programs for
conditions common among low-income Americans earned full NCQA Accreditation; our schizophrenia program

was the first in the nation to do so. We expanded and refined programs to help our members avoid “revolving doot”

hospitalization for serious illnesses. We also deployed a sophisticared Integrated Medical Management Model, or IM3,
to assess and address the health needs of our members.

We delivered the promise of excellence in our operations. We improved our Companyss ability to pay our affiliated
healthcare providers faster and more accurately. We successfully restructured our financial relationships with a number
of key partners. We augmented our strong management programs with Six Sigma training for senior executives and
enhanced compliance programs. The result is that we continued 1o offer quality healthcare services to our members
at a considerably lower cost.

i However, 2006 was not withous disappointments. In October, a jury found against our Company in
' gui tam litigation related to operations in Illinois. We respectfully
; disagree with this verdict and we are appealing, We believe
'A that our case is strong and that we offered qualiry
healthcare services to eligible members ar all rimes.

In 2006, we delivered on our promise to members,
state government partners and shareholders. Forbes
magazine acknowledged this when it named us one of
the 400 best big companies in the country. We believe
that the advances we made in 2006 will enable us to
accelerate our growth and success in the coming years.

e

Jeffrey L. McWaters James G. Carlson
President and COO

Chairman and CEO




Delivering Growth

>
'

A.MERIGROUP has delivered its promise of significant growth since
the Company was founded 12 years ago. In our carly years, we proved
that the private sector could work effectively with government partners
to better meet the health needs of low-income Americans. In 2006,

we added thousands of new members, a major new state partner and

innovative programs that serve people with extensive health needs.

Early in 2006, we began operations in the State of Georgia, inaugurating
an expansive statewide Medicaid managed care program. By year-end,
we were serving 227,000 members in four of the State’s six regions,

including Adanta.

In July 2006, the State of Tennessee
selected AMERIGROUP 10 enter its

restructured TennCare program

in carly 2007 and our Company
expects to offer healthcare
. services to more than
150,000 citizens in Middle
Tennessee. This award
was especially significant
because it laid the foundation
for continuing growth in 2007
and reinforced our Company’s
position as a leader in

Medicaid managed care.

AMERIGROUP’s
;. historical focus has
+ been offering
healthcare services

to mothers and

children served

through Medicaid




and other public programs. We continued to expand these services in
2006. Along with our new states, we began serving additional localities
in Texas, Virginia and Ohio. During 2006, AMERIGROUP members
gave birth to more than 53,000 babies. Bringing effective prenaral care

to these mothers remains one of our foremost commitments.

At the same time, AMERIGROUP continued to expand the range of its
healthcare programs and services, adding new initiatives that target -
people with long-term illnesses or disabilities in Medicaid and Medicare . AMERIGROUP

through our AMERIPLUS product. We are a national leader in this Member Growth

emerging field, and in the future, we expect these programs to play /NS

. o . 1,316,000
an increasingly important role in our Company.
1,200,000 1.129,000

- 936,600
In Texas, AMERIGROUP has served aged, blind or disabled (ABD) 904,000 857.000 .

Medicaid enrollees since 1998 through the State’s STAR+PLUS program, 1 5

391,000
one of the oldest and largest such initiatives in the country. During 2006, :

600,000
we expanded our AMERIPLUS product in the Houston area and
added two new regions, Austin and San Antonio. In Ohio, we secured

expansion into the Cincinnati region to serve the State’s ABD poputation.

" We also expanded our federal Medicare program in Maryland, with approval
for a Special Needs Plan (SNP) that serves older low-income people with
long-term conditions in the Baltimore area and the Washington suburbs.
Maryland follows the 2006 launch of Texas as our second Medicare SNP
program. We are particularly excited about the potential of our SNP
programs, known as AMERIVANTAGE, which enable us to offer

“one-stop shopping” for people who require extensive healthcare services.

As AMERIGROUP enters 2007, demand for the services we offer
continues to escalate. Statc and federal governments are increasingly eager
to work with companies that have shown they can address the complex
health needs of low-income Americans and effectively manage healthcare
costs. We believe that our unique knowledge and experiences have

prepared us for even greater growth in the years ahead. : ‘
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Dehvermg Innovation

Joyce Hines was sick, terribly sick, unable to eat or sleep. A nightmarish
series of health problems that began in the late 1990s with a serious ulcer
had cost Hines her job and become ever-worse despite a long string of
surgeries, increasingly powerful painkillers and revolving-door hospital

admissions. In 2004, Hines spent more than 130 days in the hospital.

Then Hines met AMERIGROUP Hines believes that Karen DeHeer
and Felicia James, a nurse and social worker who began working with

Hospitalization her through an AMERIGROUP initiative called the 505 Program,
: Reductlon Under 505 Program \§

saved her life. In 2005, the amount of time Hines spent in the
1,200 1,154 hospital dropped by about 85 percent to 20 days.
1.000 '

800 : P % “l got lost in the system,” Hines says. “The more doctors and
_ 6.!00 other people who came around, the worse it got. Then I met
‘;‘}UO Karen and Felicia, and they jumped right on it. I don’t know
22)0 what they did, but they straightened it right up.”
The 505 Program is one of several AMERIGROUP initiatives that
identify our members” health needs and help them get the right
care, particularly if they are very ill. Our sickest members face huge
obstacles that often prevent them from sorting through the complex
healthcare alternatives and administrative issues associated with their
conditions. AMERIGROUP understands that by helping our members
navigate the healthcare system, we can help them live better, healthier

lives and at the same time, lower the cost of their healtheare.

One of AMERIGROUP’s most important programs is our Integrated
Medical Management Model, or IM3. Under this system, we reach out o
our members when they enroll through our Early Case Finding™ program
and assess the full range of their health needs, including physical, behavioral
and social issues. This enables us to identify a broad array of illnesses that
might otherwise go untreated and connect our members with early-stage

healthcare, helping them avoid unnecessary sickness.

U got b dim tbe Sy, FEimas sas. “Tlhe maone diasors and edbar pagplle oo
eazme aromnd, e wors & get, Than I meas Karam and] [Ralisia, and) dbey jfmyped)
wxgie o & I divatt Lanoow avlbems dlbay dbidyy e ey somaigbiamad) & wighs o,




Once serious health problems are identified, AMERIGROUP has a
number of programs to address them, including several that are exclusive
to the Company. The 505 Program was developed when AMERIGROUPs
medical director in Maryland, Andrew Bergman, M.D., noticed that a
small number of members like Hines were being repeatedly hospitalized
for the same illness. Bergman reasoned thar this pattern indicared that

members were suffering unnecessarily at the same time that resources .

Karen DeHeer, RN, and Felicia James, LCSW-C,
team up o help member Joyce Hines and
her husband Claude Sydnor.

were being wasted. He resolved to change things.

The resulting program assembles a three-person team — a nurse, a

social worker and a case manager — who work with a limited number

of members. They develop individual plans designed to end “revolving
doot” hospitalization. A single 505 Team can reduce hospiral

admissions significantty.

For Joyce Hines, the results have been
dramatic. She is at home, comfortable,
spending time with her daughter,
Erica Ennis, a student at
Baltimore’s Morgan Stare
University who wants to

be a doctor. “They
listened,” Hines said
of DeHeer and James.
“They listened to |
everything you said.
And I don't think
I'd be here if
they didnt.”

-




Delivering Excellence
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orkforce Gro . Six Sigma management tools, broadened our already comprehensive
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X compliance program and significantly expanded our medical finance,

%

i
I
L
k o
N‘?'Q‘N N
s

AMERIGROUP revitalized many of its basic processes and systems

in 2006 to deliver the promise of excellence in our operations.

Throughout the year, we added seasoned healthcare executives and

managers who helped us achieve timely, concrete results. We implemented

actuarial and claims reams.

We reevaluated and improved partnerships with a number of our

i

% . . . .
g affiliated healthcare providers and major suppliers. In several key
o . . . .

i states, we negotiared new contracts with major hospital groups.

We also executed national agreements with high-volume suppliers

##  of crucial items, such as prescription drugs. We did an exceptional

job helping our state-government partners understand the cost issues that
we faced in 2005 and as a result we achieved a Company-wide rate increase
of 5.9 percent. In addition, we continued the successful implementation

of a new dara management system thar enables us to pay our affiliated

" doctors, hospitals and other providers faster and more accurately.

We expandcd our nationwide workforce from about 2,700 associates to
more than 3,500. We continued to offer our employees state-of-the-art
technology and facilities, completing construction of Support Center I1, our

second new building in two years at our Virginia Beach headquarters.

The outcome: AMERIGROUP’s 2006 results showed a tremendous
improvement and the foundation for future growth was strengthened.
As James G. Carlson, AMERIGROUP President and Chief Operating
Officer, told investors, “There is no doubt in my mind that we are a

much stronger Company today than at any poeint in our history.”

VINIERIGROW e vitalizedbmunyloigidons:g
piocessesaiialfsysterisgin codelivedihe
piouiseoiiexcellencelintordopeiztionsy

ot




UNITED STATES SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

Form 10-K

ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) -

OF THE SECURITIES EXCHANGE ACT OF 1934
For the fiscal year ended December 31, 2006
or

OF THE SECURITIES EXCHANGE ACT OF 1934

For the transition period from to

Commission File Number 001-31574

(Exact name of regisirant as specified in its charter) )
" Delaware 54-1739323
(State or Other Jurisdiction of Incorporation or Organization) (I.R.S. Employer Identification Ne:
4425 Corporation Lane, Virginia Beach, Vlrglma . 23462 .
{Address of principal executive affices) (Zip Code)

Registrant’s telephone number, including area code:

Ca (757) 490-6900
Securities registered pursuant to Section 12(b} of the Act:
Title of Each Class Name of Each Exchange on Which Registered
Common Stock, $.01 par value New York Stock Exchange

Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities
Act. Yes 4 No O

Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the
Act. Yes O No '

Indicate by check mark whether the registrant: (1} has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to
file such reports), and (2) has been subject to such filing requirements for the past 90 days. Yes (4 No O

Indicate by check mark if disclosure of delinquent filers pursuant to ltem 4035 of Regulation S-K is not contained herein,
and will not be contained, to the best of the registrant’s knowledge, in definitive proxy or information statements incorporated by
reference in Part III of this Form 10-K or any amendment to this 10-K. O

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated filer. See
definition of “accelerated filer and large accelerated filer” in Rule [2b-2 of the Exchange Act. (Check one):

Large accelerated filer Yes & No O Accelerated filer Yes {1 No Non-accelerated filer Yes [0 No

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange
Act). Yes £ No

As of June 30, 2006 the aggregate market value of the registrant’s common stock held by non-affiltates of the registrant was
$1,603,593,726.
Indicate the number of shares outstandmg of each of the issuer’s classes of common stock, as of the latest pracucable date.
Class * Qutstanding at Februnry 21, 2006

Common Stock, $.01 par value 52,312,689

Documents Incorporated by Reference

Document Parts [nto Which Incorporated

Proxy Statement for the Annual Meeting of Stockholders Part 11l
to be held May 10, 2007 (Proxy Statement)




lterq 1.
Item IA.
Item 1B.
Item 2.
Jtem 3.
Item 4.

Item 5.

Item 6.
Item 7.
Item 7A.
Item 8.
Item 9.
Itern 9A.
Item 9B.

Item 10.
Ttem 11.
Item 12.

Item 13.
Item 14.

Item 15.

TABLE OF CONTENTS

PART L S ' J

Business . . . .. O e e e e
Risk Factors ............... e e '
Unre‘sol\'fed Staff Comments. . ... ... I e
‘Prope‘nies ............... AT R e e e e e,
Legal Proceedings ... ... [ P e
Submission of Matters to a Vote of Security Holders .. ........ ... ... .. ot
PART II. ‘

Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases
of Equity Securities . . .. .. ..ot e e
Selected Financial-Data . . ... ... P AP :
Management’s Disciission and Analysis of Financial Condition and Results of Operations . . .
Quantitative and Qualitative Disclosures About Market Risk . . .......................
Financial Statements and Supplementary Data ............. e
Changes in and Disagreements with Accountants on Accounting and Financial Disclosure . . .
Controls and Procedures . . ... ..ottt e e
Other Information .. ... .o e e
PART IIL.

Directors, Executive Officers and Corporate GOVEIMANCe. . . ... ... vt iinnnenarnn.
Executive Compensation ... ..., ...ttt
Security Ownership of Certain Beneficial Owners and Managemernit and Related Stockholder
1Y 1 =1 o P
Certain Relationships and Related Transactions, and Director Independence’ .............
Principal Accountant Fees and Services . ... ... ..ot i e
PART IV.

Exhibits and Financial Statement Schedules . .. ... ...... . ... . . i oo i

Page

26
39
39
- 40
42




Forward-looking Statements A

' This Annual Report on Form 10-K, and other information we provide from time-to-time, contains certain
“forward-looking” siatements as that term is defined by Section 27A of the Securities Act of 1933 and;Section 21E
of the Securities Exchange Act of 1934. All statements regarding our expected future financial posmon mem-
bership, results of operations or cash flows, our continued performance improvements, our ab111ty to service our
debt obligations and refinance our debt obligations, our ability to finance growth opportumtles our ablhty to
respond to changes in government reguiations and similar statements 1ncludtng, without hm1tat:on those éof-
taining words such as “believes,” “anticipates,” “expects,” “may;“will;” “should,” “estimates;” “interids,” “plans

and other similar expressions are forward-looking statements. T R AR | T

LI LR LI N

o wte e T e oot derli SE7 M.
Forward -locking statements involve known and unknown rlsks and uncertainties that may cause our actual
results in future periods to differ materially from those pro_|ected or contemplated in the forward-looking statements
as a result of, but' not limited to, the 'following factors: .. 1.+ w2 om0 w0 0L ber o D

'

i . L. PR T
+ * national, state and local economic conditions, including their effect on the:rate increase process, timing of
payments, as well as their effect on the availability and cost oft‘labor; utilities and materials;

+

’

» ‘the effect of government regulatlons and changes m regulatlons govermng the healthcare 1ndustry, 1nclud1ng
our compliance with such regulations and their effect on certain of our un1t costs ‘and ouir ab1hty to manage

our medical costs; LR T T L 2 L1 CE ST TY R R T e
. B FIS T LTS ST S 1 T S TR
. changes in Medicaid payment levels and methodologles and the application;of such methodologiesby, the
government;
SO
» liabilities and other claims asserted against us; > = yo LV, 27 L u Sl e
. . . ) . Lo 8 3o st MY
* our ability to attract and retain ouahﬁed personnel; o Y .
L% T
+ our ability to mamtam cornphance with all mmtmum capltal requtrements . .
S e S S
. ye . L . e A T N L i
* the availability and terms of capital to fund acquisitions dnd capital improvements; ‘" "¢ -
v T"\_.' A“.‘

* the competitive environment in which we operate;

B L T A T .ll“';:.\i B '
* our ability to maintain and increase membership levels;
* demographic changes;

+ increased use of services, increased cost of individual services, epidemics, the introduction of new or costly
treatments and technology, new mandated benefits or other regulatory changes insured population char-
acteristics and seasona] changes.in the level of healthcare use;

our inability to operate new products and markets at expected levels mcludmg, but not hmlted to,
profitability, membership and targeted service standards;

« catastrophes, including acts of terrorism or severe weather; and

» the unfavorable resolution of pending litigation and our abllity to fund any sngmﬁcant Judgment resulting
from such a resolution.
. |
]
Investors should also refer to Ttem 1 A entitled “Risk Factors” for a discussion of risk factors. Given these risks
and uncertainties, we ‘can give no assurances that any forward-looking statements will, in fact, transpire and,
therefore, caution investors not to place undue reliance on them.
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Item 1. Business

Overview

, We are a multi-state managed healthcare company focused on serving people who receive healthcare benefits
through publicly sponsored programs, including Medicaid, State Children’s Health Insurance Program (SCHIP),
FamilyCare and Special Needs Plans (SNP) for members who are eligible for both Medicaid and Medicare, or “dual
eligibles”. We believe that we are better qualified and positioned than many of our competitors to meet the unique
needs of our target populations because of our focus on providing managed care to these populations, our medical
management programs and our community-based education and outreach programs. Unlike many managed care
organizations that attempt to serve the general commercial population, as well as Medicare and Medicaid
populations, we are focused primarily on the Medicaid, SCHIP, FamilyCare and dual eligibles populations. In
general, as compared to commercial or traditional Medicare populations, our target population is younger, accesscs
healthcare in an inefficient manner and has a greater percentage of medical expenses related to obstetric services,
diabetes, circulatory and respiratory conditions. We design our programs to address the particular needs of our
members, for whom we facilitate access to healthcare benefits pursuant to agreements with the applicable
regulatory authority. We combine medical, social and behavioral health services to help our members obtain
quality healthcare in an efficient manner. Our success in establishing and maintaining strong relat1onsh1ps with our
government partners, providers and members has enabled us to obtain new contracts and to establish and maintain a
leading market position in many of the markets we serve. Providers are hospitals, physicians and ancillary medical
programs that provide medical services to our members. Members are said to be “enrolled” with our health plans to
receive benefits. Accordingly, our total membership is generaily referred to as.our enrollment. As of
December 31, 2006, we provided an array of products to approximately 1,316,000 members in the District of
Columbia, Florida, Georgia, Maryland, New Jersey, New York, Ohio, Texas and Virginia.

We were incorporated in Delaware on December 9, 1994 as AMERICAID Community Care by a team of
expcnenced senior managers led by Jeffrey L. McWaters, our Chairman and Chief Executive Officer. Since 1994,
we have expanded through developing products and markets, negoualmg contracts with various state governments
and through the acquisition of health plans. Our subsidiaries have grown through organic membership growth, the
acquisition of contract rights and related assets and through stock acquisitions. Most recently we obtained a contract
and began enrolling members in our Georgia plan beginning in the Atlanta region in June 2006 and the North, East
and Southeast regions in September 2006. In 2007, we anticipate beginning operations in the State of Tennessec
serving members in the Middle- Grand region, pr0v1ded implementation remains on schedute.

Market Opportunity |
Medicaid Managed Care Today : PP .

In response to the dramatic increases in healthcare-related costs in the late 1960s, Congress enacted the Federal
Health Maintenance Organization Act of 1973, a statute designed to encourage the establishment and expansion of
care and cost management programs. The private sector responded to this. legislation by forming health main-

tenance organizations (HMOs). HMOs were intended to address the needs of employers, insurers, government
entities and healthcare providers who sought a cost-effective alternative to traditional indemnity insurance.

. . . f

The United States was projected to have an estimated population of approximately 300 million and to have
spent an estimated $2.12 trillion on healthcare in 2006. Approximately 92 million of that popuiation was covered by
federal and state funded healthcare programs, with approximately 40 million covered by the federally funded
Medicare program and approximately 52 million covered by the joint federal and state funded Medicaid program. In
2006, estimated Medicare spending was $382 billion and estimated Medicaid spending was $320 billion. Fifty-
seven percent of Medicaid funding comes from the federal government, with the remainder coming from state
governments. More than 46 mllllon Amencans were uninsured in 2006, spendmg between $50 and $100 billion for
healthcare.

By 2017, Medicaid spending is anticipated to be approximately $724 billion at the current rate of growth, with
an expectation that spending under the current programs will reach $1 trillion by 2020. Medicaid continues to be the

3



fastest-growing and largest component of states’ budgets. Medicaid spending currently represents more than 22%
on average of a state’s budget and is growing at an average rate of 8% per year. Medicaid spending has surpassed
other important state budget line items, including education, transportation and criminal justice. Forty-eight states
have balanced budget requirements which means, by law, expenditures cannot exceed revenues, As Medicaid
consumes more and more of the states’ limited dollars, states must either increase their tax revenues or reduce their
total costs. The states are limited in their ability to increase their tax revenues pointing 10 ¢ost reduction as the more
attainable option. To reduce costs, states can either reduce funds allotted for Medicaid or spend less on other
programs, such as education or transportation. As the need for these programs has not abatéd, staté governments
must find ways to control rising Medicaid costs. We belicve that the most effecnve way to control rlsmg Medicaid
costs lS through managed care. ) ' ’,
e Yy

Currently, there are three emergmg trends in Medicaid. First, certain states have major initiatives underway in
our core business areas — reprocurement of the Temporary Assistance to Needy Families (TANF) populations
currently in managed care, expansrons of coverage, and moving existing populations into managed care for the first
time. ‘ . , . B T

Second, many states are moving to bring the Supplemental Security Income (5SI) and long -term care
populations, referred to as the low-income aged, blind and disabled (ABD), into managed care. These populations
represent approximately 25% of all Medicaid beneficiaries and approximately 70% of all costs. The majority of the
ABD population is not currently covered by managed care programs and this population represents significant
potential for managed care growth as states continue to explore how best to provide health .benefits to this
populanon in the most cost effective manner.

Third, states are addressing Medicaid reform in an effort to provrde healthcare benefits to those‘who are
currently uninsured. As the states continue to explore solutions for this populanon the managed care opportumty
for growth appears to be significant.

Historically, traditional Medicaid programs made payments directly to prov1ders after dehvery of care. Under

this approach, recipients received care from disparate sources, as opposed to bemg cared for in a systematic way. As
+

a result, care for routine needs was often accessed through emergency rooms or,_not at all.

) . r

The delivery of episodic healthcare under the traditional Medicaid program limited the ability of the states to
provide quality care, implement preventive measures and control healthcare costs. Over the past decade, in response
to rising healthcare costs and in an effort to ensure quality healthcare, the federal government has expanded the
ability of state Medicaid agencies to explore, and, in some cases, mandate the use of managed care for Medicaid
beneficiaries. If Medicaid managed care is not mandatory, individuals entitled to Medicaid may choose either the
traditional Medicaid program or a managed care plan, if available. According to information- published by the
Centers for Medicare and Medicaid Services (CMS), from 1996 to 2005, managed care enrollment among Medicaid
beneficiaries increased to more than 60% of all enrollees. All the markets in which we currently operate have state-
mandated Medicaid managed care programs in place. - : v :

Under. the Medicare Modemlzauon Act of 2003 (MMA), the federal government expanded managed care for
publicly sponsored programs by allowing Medicare Advantage plans to offer special needs plans that cover dual
eligibles. These special needs plans allow for the coordinated care for a-specific. segment of .the Medicare
population, thus providing the opportunity for improved quality of care and cost management.

[

Medicaid, SCHIF, FamilyCare and SNP Programs : , . .

Medicaid, a state-administered program was enacted in 1965 to make federal matching funds available to all
states for the delivery of healthcare benefits to eligible individuals, principally those with incomes below specnﬁed
levels who meet other state-specrﬁed requirements. Medicaid is structured to allow each state to establish its own
eligibility standards, benefits package, payment rates and program administration under broad federal guidelines.

Most- states determine- threshold Medicaid eligibility by reference-to other federal financial assistance
programs, including TANF and SSI. . < -




i TANF provides assistance to low-income families with children and was adopted to replace the Aid to Families
with Dependent Children program. SSI is a federal program that provides assistance to ABD individuals. However,
states can broaden eligibility criteria. The SSI population is approximately 10% of the Medicaid population
participating in managed care. . . |

SCHIP, developed in 1997, is a federal/state matching program that provides healthcare coverage to ‘children
not otherwise covered by Medicaid or other insurance programs. SCHIP enables a segment of the large uninsured
population in the U.S. to receive healthcare benefits. States have the option of administering SCHIP through their
Medicaid programs.

FamilyCare programs have been established in several states including New Jersey, New York, and the District
of Columbia. The New Jersey FamilyCare, for example, is a voluntary federal and state-funded Medicaid expansion
health insurance program created to help uninsured families, single adults and couples without dependent children
obtain affordable healthcare coverage.

In January 2006, we entered the Medicare market by establishing a SNP under Section 23I of the MMA, Thns
is a new program that allows Medicare Advantage plans to offer special health plans that cover dual eligibles for
acute care medical. costs. The benefits under this.program include Medicare statutory benefits, Medicare Part D
prescription benefits as well as supplemental benefits not covered by the Medicare program. We began operating a
SNP on January 1, 2006 in Houston, Texas and on January 132007 in Maryland. As of December 31, 2006, we
served approximately 5,000 members through our Houston, Texas SNP. As a result, some of our revenues are now
funded by Medicare. A

Natlonally, approxnmately 65% of Medicaid spending is directed toward hospital, physician and other acute
«care services, and the remammg approximately 35% is for nursing home and other long-term care. ‘In general
‘mancnt and emergency room utilization tends to be hlgher within the Medlcald ehglble populauon ‘than among the
general populatlon because of the inability to afford access to a prlmary care physncnan (PCP) leadmg to the
postponement of treatment untii acute care is requlred

. During fiscal year 2007, the federal government estimates spending approx1mately $192 bllllon on Medlcald
w1th a corresponding state match of approximatety $144 billion, and an additional $5.7 billion in federal funds spent
on SCHIP programs. Key factors driving Medicaid spending mc]ude

-

* number, of eligible mdwlcluals who' enroll

» price of medical and long-term care services, - s '
e _ .

R . Sl ' S
» use of covered services,

» state decisions regarding optional services and optional eligibility groups, and

» effectiveness of programs to reduce costs of providing benefits, includihg managed care.

e,

" Medicaid and Medicare F undmg

N 1
- The federal government pays a share of the medlcal assistance expenditures under each state’s Medicaid
program. That share, known as the Federal Medical Assistance Percentage (FMAP), is determined annually by a
formula that compares the state's average per capita income level with the national average per capita income level.
“Thus, states with hlgher pef capita income levels are reimbursed a smaller share of their costs than states with lower
‘per capita-incomé levels. - - o - : Co v




The following table details the FMAP percentage in each of the states in which we currently have contracts:

District of Columbia .. ... ... ... . . . . e e e 70.0%
Florida .............. e PR [ ce... B588%
GeOTgia. .« oo, e et 62.0%
Maryland © oo SRR e e ST .. 50.0%
NEW JorseY . o oot e e e e e - 500%-
New York . ....... R B 50.0%
ORIO .« -+ - e ettt e e P .59.7%
TennESSEE . - . . e e e e 63.6%
T PR 60.8%
T 1 50.0%

The federal government also matches administrative costs, generally about 50%, althoughrhigher percentages
are paid for certain activities and functions, such as development of automated claims processing systems. Federal
payments have no set limits (other than for SCHIP programs), but rather are made on a matching basis. State
governments pay the share of Medicaid and SCHIP costs not paid by the federal government. Some states require
counties to pay part of the state’s share of Medicaid costs. :

" Federal law establishes general rules govcmmg how states administer their Medicaid and SCHIP programs
Within those rules, states have considerablé flexibility, including flexibility in'how they set most provider prices and
service utilization controls. Generally, state Medicaid budgets are developed and approved annually by the states’
governors and legislatures. Medichid expenditures are monitored during the year against budgeted amounts, Federal
law requires states to offer at least two Health Maintenance Organizations (HMOs) in any urban market with
mandatory HMO enrollment. If Medicaid HMO market departures result in only one or no HMOs in an urban area,
the affected state must also offer the fee-for-service Medicaid program. C

i -y I 4 . P4

Under the Health Insurance Flexibility and Accountability Demonstration Program (HIFA), states can seek
waivers from specific provisions of federal Medicaid requirements to increase the number of individuals with health
coverage through current Medicaid and SCHIP resource levels. Currently, twelve states have either approved or
pending waiver programs. The current federal administration has emphasized pr0v1d|ng coverage to populations
with income below 200 percent of the federal poverty level.

The Medicare Modernization Act of 2003 created specific types of new Medlcare Advantage coordmated care
plans focused on individuals with $pecial needs. These plans focus on"Medicare beneficiaries in three subgroups:
those who are institutionalized in long-term care facilities; beneficiaries covered by both Medicaid and Medicare, or
“dual eligibles”; and individuals with chronic conditions, The plans that are organized to provide services to these
“special needs individuals” are called Special Needs Plans, or SNPs. In keeping with our core markets, we initially
focused on serving dual eligibles. On Januvary 1, 2006, we began operating a Medicare Advantage SNP in our
Houston, Texas market, On Januvary I, 2007 we began operating a:SNP in the Baltimore, Maryland area. A number
of further expansions are planned for 2008 and beyond. We believe that the coordination of care offered by
managing both the Medicare and Medicaid benefits will bring significant cost savings, while bringing increased
accountability for patient care.

CMS reimburses the Company and other Medicare plans for care to their enrollees based on individual risk
adjustment factors that estimate each member’s expected usage of healthcare services for the upcoming year. These
factors are based on the beneficiary’s hospital and physician encounters during the previous year. All of the
beneficiary’s diagnosis and prescription data is submitted to CMS. The diagnosis data that would affect payment is
rolled into 70 Hierarchical Condition Codes, each of which is assigned a relative weight. These relative weights
along with additional relative weights for the beneficiary’s age, gender, and institutional status provide the basis for
our monthly payment from CMS.




The AMERIGROUP -Approach e e Lo

Unlike many managed care organizations that attempt to serve the general population, as well as Medicare and
Medicaid populations, we are focused exclusively on serving people: who-receive healthcare benefits through
publicly sponsored programs. We primarily serve Medicaid populations, and the Medicare dual eligible poputation
through our SNP managed care product that began January 1, 2006. Our success in establishing and maintaining
strong relationships with government, providers and members has enabled us.to obtain new contracts and to
establish a strong market position in the markets we serve. We have been able to accomplish this by addressmg the

various needs of these constituent groups. b

Government Partners v l N e = [" ‘
We have been successful in bidding for contracts and mplementlng new products because of our abrllty to
facilitate access to quality healthcare services in a cost-effective manner. Our educatlon and oulreach programs our
disease and medical management programs and our information’ systems benefit the commumtles we' serve while
providing the government with predictability of cost. Our education and outreach programs are desrgned to decrease
the use of emergency care services as the primary access to healthcare through the | provrslon of certain programs
such as member health education seminars and system-wide, 24- hour on-call nurses: Our mformauon systems are
designed to measure and track our performance ‘enabling us to demonstrate the effectiveness of our programs to the
government. While we promote ourselves directly in applying for new coritracts or scekmg to add new benefit plans
we believe that our ablllty to obtain additional contracts and expand our servicé areas within a state results pnmarlly
from our demonstration of prior $uccess in facilitating ' access (o quahty care, while' reducmg and managmg COsts,
and our customer-focused approach to working with government partners. We beheve 'we will also benefit from this
experience when bidding for and acquiring contracts in new state markets an{d in future SNP apphcanons

fen

Providers - . R . L

In each of the communities where we operate, we have established extensive provrder networks and have been
successful in contmumg to establish new provider relationships. We have accompllshed this by workmg closely
with physicians to help them operate efﬁcrently by provrdmg ﬁnancral statlstlcal and‘uullzatlon mforrnatlon
physician and patient educational programs and disease and medical managemem programs, as well as enablmg
electronic funds transfers. In addition, as we increase our ‘market penctration, we provide our physicians with a
growing base of potential patients in the markets they serve. This network of providers and relationships assists us in
implementing preventive ‘care methods, managing costs and improving access to healthcare for members, We
believe that our experience working and contracting with Medicaid providers will give us a competitive advantage
in entering new markets. While we do not directly market to or through our providers, they are important in helping
us attract new mcmpers and retain existing members.

Members ) . " F o . L

i T o DL ! .

In both signing up new members and retaining existing members, we focus on understanding the unique needs

of the Medicaid, SCHIP, FamilyCare and SNP populations. We have developed a system that provides our members
with appropriate access to care. We supplement this care with community-based education and outreach'programs
designed to improve: the well-being ‘of our members. These programs not only help our members control and
manage their medical care, but also have been proven to decrease the, mcrdencc of emergency room care, ,whlch 13
traumatic for the individual and expensive and inefficient for the healthcare system. We also help our members
access prenatal care which improves outcomes for our members and is less costly than unmanaged care. As our
presence in a market matures, these programs and other value-added- services, help us build-and maintain
membership levels. ' " P T - B ST A

Communities - : ' _ w . L

We focus on the members we serve and the communities where they live. Many of our employees, including
.our sales force and outreach staff, are a part of the communities we serve. We are: active in-.our members’
communities through education and outreach programs. We often provide programs in our members’ physician
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offices, churches and community centers. Upon entering a new market, we use these programs and other advertising
to create brand awareness and loyalty in the community.

We believe community focus and understanding are imponant'to attracting and retaining members. To assist in
establishing our community presence in a new market, we seek to establish relationships with prestigious medical
centers, children’s hospitals, federally qualified heaith centers, community based organizations and advocacy
groups to offer our products and programs.

Strategy

Our objective is to become the leading managed care organization in the U.S. focused on serving people who
receive healthcare benefits through publicly sponsored programs. To achieve this objective we intend to:

Increase our membership in existing and new markets through internal growth and acquisitions. 'We intend
to increase our membership in existing and new markets through development and implementation of community-
specific products, alliances with key providers, sales and marketing efforts and acquisitions. We facilitate access to
a broad continuum of healthcare supported by numerous services such as neonatal intensive care and high-risk
pregnancy programs. These products and services are developed and administered by us but are also designed to
attract and retain our providers, who are critical to our overall success. Through strategic and selective contracting
with providers, we are able to customize our provider networks to meet the unique clinical, cultural and socio-
economic needs of our members. Our providers often are located in the inner-city neighborhoods where our
members live, thereby providing accessibility 10, and an understanding of, the needs of our members. The overall
effect of this comprehensive approach reinforces our broad brand-name recognition as a leading managed
healthcare company serving people who receive publicly sponsored healthcare benefits, while complying with
state-mandated marketing guidelines.

We may also choose to increase membership by acquiring Medicaid contracts and other related assets from
competitors in our existing markets or in new markets. We evaluate potential new markets using our established
govemment relationships and our historical experience in managing Medicaid populations. Our management team
is experienced in identifying markets for development of new operations, ‘including complementary businesses,
identifying and executing acquisitions and integrating these businesses into our existing operations. For example in
June 2006, we began enrolling members in Georgia under the State’s newly established Medicatd managed care
program and in January 2005, we began operations in New York as a result of the acquisition of CarePlus.

We may also choose to apply for additional SNP service areas. Applications for participation by health plans
are subject to approval by CMS. At this time, our focus is on providing SNP benefits to dual eligibles. Most recently,
our Maryland health plan was approved to begin operating a SNP in the Maryland market effective January 1, 2007,

Capitalize on our experience working in partnership with governments. We continually strive to be an
industry-recognized leader in government relations and an important resource 1o our government customers. For
example, we have a dedicated legislative affairs team with experience at the federal, state and local levels. We are,
and intend to continue to be, an active and leading participant in the formulation and development of new policies
and programs for publicly sponsored healthcare benefits. This also enables us to competitively expand our service
areas and to implement new products.

Focus on our “medical home" concept 1o provide quality, cost-effective healthcare. 'We believe that the care
the Medicaid population has historically received can be characterized as uncoordinated, episodic and short-term
focused. In the long-term, this approach is less desirable for the patient and more expensive for the state.

Our approach to serving the Medicaid and historically uninsured populations is based on offering a com-
prehensive, integrated range of medical and social services intended to improve the weli-being of the member while
lowering the overall cost of providing benefits. Unlike traditional Medicaid, each of our members has a primary
contact, usually a2 PCP, to coordinate and administer the provision of care, as well as enhanced benefits, such as
24-hour on-call nurses. We refer to this coordinated approach as a “medical home.”

Utilize population-specific disease management programs and related technigues to improve quality and
reduce costs. An integral part of our medical home concept is continual quality management. To help the
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physician improve the quality of care and improve the health status of our members, we have developed a number of
programs and procedures to address high frequency, chronic or high-cost conditions such as pregnancy, respiratory
conditions, diabetes, sickle cell disease and congestive heart failure. Our procedures include case and disease
management, pre-admission certification, concurrent review of hospital admissions, discharge planning, retro-
spective review of claims, outcome studies and management of inpatient, ambulatory and alternative care. These
policies and programs are designed to provide high quality care and cost-effective service to our members.

1

Products i

We have developed several products'lhrough which we offer a range of healthcare services within a care model
that integrates physical and behavioral health. These products are also community-based and seek to address the
social and economic issues faced by the populations we serve. Additionally, we seek to establish strategic
relationships with prestigious medical centers, children’s hospitals and federally qualified health centers to assist in
implémenting our products and medical management programs within the communities we serve. Our health plans
cover vanous services that vary by state and may include: . C

i

primary and specialty physician care, 4
* inpatient and outpatient hospital care, : .

[ B - o Lo ) ) [] -
* emergency and urgent care, . : , O PR C
. prcriatal-care . P
. laboratory and x-ray services, ' '

. home hcalth and durable medlcal eqmpment

-
v

. behavioral health sc'rviées and substance abuse,
. 1pag-tenn and n'ursing home care,

» 24-hour on-call nurses,

. lsacial and community-based services,
. visior{'éare and exam allowances,

* dental care,

* chiropractic care,
» podiatry, o ‘ o o T S : S
» prescriptions and limited over-the-counter drugs,

« assistancé with obtaining ‘transportation for office or health education visits,

1 . e

+ memberships in the Boys and Girls Clubs, and

« welcome calls and Early Care Finding, or outreach, calls to coordinate care.

e

Our products, which we may offer under different names in different'markets, focus on specific populations
within the Medicaid, SSI, FamilyCare, SCHIP and SNP programs. The average premiums for our products vary
significantly due to d1fferences in the benefits offered and underlymg ‘medical conditions in the populauons
covered. - St :



The following table sets forth the approximate number of our members in each of our products for the periods
presented. SNP members are counted in both the AMERIVANTAGE and AMERIPLUS products when we receive
two premiums for those members. Accordingly, membership counts represent an occurrence of payment under our

contracts with our government partners. . . 1 ; . o : v e
. - - December 31,

Product * 'V, % .- ' o B L S I 2006 - - 2005

AMERICAID (Medicaid — TANF) . ... ... .......ooueoieeeaoo.... 910,000 800,000
AMERIKIDS (SCHIP) . ......ooiiiiiini ettt 264000 197,000
AMERIPLUS (Medicaid —SSI) ................ e iiiiieiii.... 94000 88,000
AMERIFAM (FamilyCare) . [........0...... .00 00 ... L. 43000 44,000
. AMERIVANTAGE (SNP) ......... e 5000

Total..'.‘...'." ...... L e T “ ]3]6000 1129000

AMER[CAID our prmcnpal product is our family-focused Medlcald managed healthcarc product demgned
for the TANF population that consists primarily of low-income children and their mothers We currently offer our
AMERICAID product in all markets we serve. '

AMERIKIDS is our managed healthcare product for uninsured children not eligible for Medicaid: This
product is designed for children in the SCHIP initiative. We began offering AMERIKIDS in 1999 and currently
offer it in all of the states we serve, though not in all markets within each state, o !

AMERIPLUS is our managed healthcare product for SSI recipients. This population consists of the low-
income aged, blind and disabled individuals. We began offering this product in 1998 and currently offer it in Florida,
New Jersey, New York, Maryland, Houston, Texas and Virginia. Beginning in February 2007, we also offer the
AMERIPLUS product in Ohio, and San Antonio, Texas and Austin, Texas. We expect our AMERIPLUS
membership to grow as more states seek mandatory managed care solutions to address the néeds of aged and
disabled populations. Included in our AMERIPLUS membershlp are approxlmately 1,400 members added through
a Florida program called Summit Care. The Summit Care (Long-Term Care Diversion) program helps seniofs live
safely in their homes or assisted living facilities as an alternative to nursing home care. Also included are
approximately 100 members in CarePlus Connections, which is our managed long-term care product offered in
New York City through our New York subsidiary, CarePlus.

AMERIFAM is our FamilyCare managed healthcare product deSIgned for uninsured segments of the
population other than SCHIP eligibles. AMERIFAM’s current focus is ‘on the families of our SCHIP and Medicaid
children. We offer this product in the District of Columbia, New Jersey, and New. York where the program covers
parents of SCHIP and Medicaid children.

AMERIVANTAGE is our SNP managed care product for dual eligibles. AMERIVANTAGE is available in
Houston, Texas effective Janvary 1, 2006, and Baltimore, Maryland effective January 1, 2007. AMERIPLUS
members in these markets may now have their Medicare and Part D drug benefits covered in addition to their
Medicaid benefits through AMERIPLUS. We are currently considering SNP applications for additional markets, to
be submitted to CMS in 2007, in order to qualify for the January 1, 2008 effective date.

As of December 31, 2006, 92% of our 1,316,000 members were enrolled in TANE, SCHIP and FamilyCare
programs. The remaining 8% were enrolled in SSI and SNP programs. For approximately 14,000 of our SSI
enrollees, we provided only limited administrative services but did not prov1de health benefits. Addmonally, certain
benefits to SNP enrollees are provided solely through administrative services arrangements.

Disease and Medical Management Programs " e

We provide specific disease and medical management programs designed to meet the special heatthcare needs
of our members with chronic illnesses and medical conditions, to manage excessive costs and to improve the overall
health of our members. We integrate. our members’ behavioral health care with their physical health care utilizing

ur “IM* — Integrated Medical Management Model”. Members are systematically contacted and screened
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utilizing standardized processes through our Early Case Finding Program. Members are stratified based on their
physical, behavioral, and social needs and grouped for care management. We offer a continuum of care manage-
ment including disease management, pharmacy int€gration, centralized telephonic case management, case man-
agement at the health plans, and field-based case management for some of our higher-risk members. These
programs focus on preventing acute occurrences associated with chronic conditions by identifying at-risk members,
monitoring their conditions and proactively managing their care. These diseasé:‘management programs also
facilitate members in the self management of chronic disease and include asthma, chronic obstructive pulmonary
disease, coronary artery disease, congeslive‘h'gairt failure, diabetes, depression, schizophrenia, and HIV/AIDS.
These. disease management programs attained NCQA accreditation in 2006. We have a standardized, centralized
screening process for incoming pregnant members to detect potentially high risk conditions. High risk members are
entered in our high risk prenatal case management program. We also employ tools such as utilization review and
pre-certification to reduce the excessive costs ?ften associated with uncoordinated healthcare programs.

Marketing and Educational Programs P

An important aspect of our comprehensi_‘ie approach to healthicare delivery is our marketing and educational
programs, which we administer system-wide* for our providers and members. We often provide our educational
programs in members’ homes and our marketing and educational programs in churches and community centers.
The programs we have developed are specifically designed to increase awareness of various diseases, conditions
and methods of prevention in a manner that supports the providers, while meeting the unique needs of our members.
For example, we conduct health promotion events in physicians’ offices. Direct provider marketing is supported by
traditional marketing venues such as direct mail, telemarketing, television, radio and cooperative advertising with
participating medical groups. ot o . ‘ ‘ o '

D I T N TV . vttt
. .WC,beligvc: that we can also increase ggdlrgtain rtnjember‘sl}‘ip through marketing and education injtiatives. We
have a dedicated staff that actively, supports and educates prospective, and existing members and community
organizations. Through programs such as Safe.Kids, Power Zone and Taking Care of Baby and Me®, a prenatal
program for pregnant mothers and their babies, we promote a healthy lifestyle, safety and good nutrition to our
members. In addition to these personal health-related programs, we remain committed to the communities we serve.

' 'We have devetoped specific strategies for building relationships with key community organizations, which
help enhance community support for our products and improve service to our members. We regularly participate in
Jocal events and festivals and-ofganize community 'health fairs to promote healthy lifestyle practices. Equally as
important, our employees help support community groups by serving as board memberts -and volunteers. In the
aggregate, these activities serve to act not only-as a referral channel, but also reinforce the*AMERIGROUP brand
and foster member loyalty. «* R ) AR cor

We also have developed a strategy to bring education and services into the neighborhoods we serve with our
Community Qutreach Vehicles (COVs). The COVs are equipped to allow us to partner with various physicians,
health. educators and community/government organizations to bring health screenings and other resources into
areas that would not typically hav'q access to these services. |

N L
I R S

i In several markéts, we provide value-added benefits as 4 means to attract'and retain members. These benefits
incliide free memberships to the local Boys and Girls Clubs and vouchers for over-the-counter médications.! We
believe that our comprehensive approach to healthcare positions us well to serve our rhembers, their providers and
the communities in which they both live and work.
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Provider Network .

We facilitate access to healthcare services to our members through mutually non-exclusive .contracts with
PCPs, specialists, hospitals and ancillary providers.-Either prior to or concurrent with bidding for new contracts, we
establish a provider network in each of cur service areas. The following table shows the-total number of PCPs,
specialists, hospitals and ancillary providers participating in each network as of December 31, 2006:

‘ . Primary .

Care Ancillary’
Service Areas £ h Physicians _ Specialists  Hospitals  Providers
Florida ........... L T 1639 6263 98 2,002
Georgia . . . . . e Do 2300 9384 100 738
Maryland and D.C. ©.................. . 1,715 8,224 48 518
NEW JEISEY .« o o vveetee e et e e 1,826 4,210 IR S 7 v B
N o P 2,058 9,462 57 1,882
Ohio ... P ST 599" 2323 32 106
TeXAS o oot e e e 2,622 8,872 118 1,357
CVARRIMIA .« o e e 397 1,465 11 91

Total ..o feeieeieeieloto. 13156 50203 526 1377

The PCP is a critical component in care delivery, the management of costs and the attraction and retention of
new members. PCPs include family and general practitioners, pediatricians, internal medicine physicians, obste-
tricians and gynecologists. These physicians provide preventive and routine healthcare services and are responsible
for making referrals to specialists, hospitals and other providers. Healthcare services provided directly by PCPs
include the treatment of illnesses not requmng referrals, periodic physxcnan examinations, routine immunizations,
well-child care and other preventive héalthcare serv1ces

.. Specialists provide medical care to members generally upon referral by the PCPs. However, we have identified
specialists that are part of the ongoing care of our members, such as allergists, oncologists and surgeons, which our
members may access directly without first obtaining a PCP referral. Qur contracts with both the PCPs and
specialists usually are for one- to two-year periods and automatically renew for successive one-year periods subject
to termination by us for cause, if necessary, based on provider conduct or other appropriate reasons. The contracts
generally can be canceled by either party without cause upon 90 to 120 days prior wriiten notice.

Our contracts with hospitals are usually for one- to two-year periods and automatically renew for successive
one-year periods. Generally, our hospital 'contracts may be terminated by either party without cause upon 90 to
150 days prior written notice. Pursuant to the contract, the hospital is paid for all pre-aothorized medically necessary
inpatient and outpatient services and all covered emergency and medical screening services provided to members.
With the exception of emergency services, most inpatient hospital services require advance approval from the
member’s PCP and our medical management department. We require hospitals in our network to participate in
utilization review and quality assurance programs. .r

We have also contracted with other ancillary providers for physical therapy, mental health and chemical
dependency care, home healthcare, vision care, diagnostic laboratory tests, x-ray examinations, ambulance services
and durable medical equipment. Additionally, we have contracted with dental vendors that provide routine dental
care in markets where routine dental care is a covered benefit and with a national pharmacy benefit manager that
provides a local pharmacy network in our markets where pharmacy is a covered benefit.

In order to ensure the quality of our medical care providers, we credential and re-credential our providers using
standards that are supported by the National Committee for Quality Assurance. Additionally, we provide feedback
and evaluations on quality and medical management to them in order to improve the quality of care prov1ded
increase their support of our programs and enhance our ability to attract and retain providers.
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Provider Payment Methods

Fee-for-Service. This is a reimbursement mechanism that pays providers based upon services performed. For
the year ended December 31, 2006, approximately 96% of our expenses for direct health benefits were on a
fee-for-service reimbursement basis, including fees paid to third-party vendors for ancillary services such as
pharmacy, mental health, dental and vision benefits. The primary fee-for-service arrangements are maximum
allowable fee schedule, per diem, case rates, percent of charges or any combination thereof. The following is a
description of each of these mechanisms: ‘

o Maximm Allowable Fee Schedule. Providers are paid the lesser of billed charges or a specified fixed
payment for a covered service. The maximum allowable fee schedule is developed using, among other
indicators, the state fee-for-service Medicaid program fee schedule, Medicare fee schedules, medical:costs
trends.and market conditions.

+ Per Diem and Case Rates. Hospital facility costs are typically reimbursed at negotiated per diem or case
rates, which vary by level of care within the hospital setting. Lower rates are paid for lower intensity services,
such as a low birth weight newborn baby who stays in the hospital a few days longer than the mother,
compared to higher rates for a neonatal intensive care unit stay for a baby bom with severe developmental
disabilities.

s Percent of Charges. We contract with providers to pay them an agreed-upon percent of their standard
charges for covered services. This is typically done where hospitals are reimbursed under the state
fee-for-service Medicaid program on a percent of charges basis. '

Capitation. Some of our PCPs and specialists are paid on a fixed-fee per member basis, also khqwn as
capitation. Our arrangements with ancillary providers for vision, dental, home health, laboratory, and durable
medical equipment may also be capitated. '

We review the fees paid to providers periodically and make adjustments as necessary. Generally, the contracts
with providers do not allow for automatic annual increases in payments. Among the factors generally considered in
adjustments are changes to state Medicaid fee schedules, competitive environment, current market conditions,
anticipated utilization patterns and projected medical expenses. In order to enable us to better monitor quality and
meet our state contractual encounter reporting obligations, it is our intention to increase the number of providers we
pay on a fee-for-service basis and reduce the number of capitation contracts we have. States use the encounter data
to monitor quality of care to members and to set premium rates.

ale
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Qur Health Plans

»_ ' We currently have nine-active health plan subsidiaries offering healthcare services in the District of Columbia, .
Florida, Georgia, Maryland, New Jersey, New York, Ohio, Texas, and Virginia. Additionaily, our HMO licensure for.
our new health plan in Tennessee is pending and we expect to commence operations in mid-2007 based on the most
recent communication from the State of Tennessee. We expect our relationship. with each of the following
Jurisdictions to continue. Each of our health plans have one or more contracts that expire at various times, as set
forth below: _ W "

Product Term End Date

District of Columbia . , ... .. ... e » TANF, SCHIP,FamilyCare July 31, 2007
Floridd (Non-Réform Contract) . .° . ............ TANF, SSI, SCHIP August 31, 2009
Florida (Reform Contract) . .. .................. TANF, SSI, SCHIP June 30; 2009
Florida ... .« . .. .. e e SSEIPE SCHIP - September 30,2007
Florida ... .~.......: Co...o:l oo .. ...... SSI(Summit Care) August 31, 2007
Georgia - ... 0. i e TANE, SCHIP " June 30, 2007 -
Maiyland(ay .. 0.0 TANF, SSI, scHip~ ~~ °© —
Maryland(b) ......... ... ... ... . . ... ... Medicare Advantage/SNP December 31, 2007
New Jersey . ....0 . ... ... T TANF, SSI, SCHIP, FamilyCare' June 30, 2007

New York — State CONTact ... -\ oovroeenn. . TANF, SSI1, FamilyCare " Sepiember 30, 2008
New York — City of New York.......... . TANF, sst September 30, 2007
New York. .. .0 oo L SCHIP® ’ © June 30, 2007

New York............. U T SSI (Managed Long-Term Care) December 31, 2009
ORIO. . . ot TANE SCHIP . June 30, 2007
Ohio. ... 0. . 1. i, e L. SSI | - June 30, 2007
Vieginia ... L TANE sSI o June 30, 2007
Virginia ..., scHP June 30, 2007
Tennessee(c) : . . . . cor s oo o .. N SR . TANE, SSI, SCHIP June 30, 2010
Texas. .... T e ... ..., Medicare Advantage/SNP December 31, 2007
Texas ...............ciivvieeveneneno..... TANF SCHIP . August 31, 2008
Texas(d) .. ... .o i e SS§1 January 31, 2007

(a) Our Maryland contract does not have a set term but can be terminated by the Company upon 90 days written
notice. v

(b) We were approved to operate a SNP effective January 1, 2007 in Maryland through our Maryland subsidiary,
AMERIGROUP Maryland, Inc. Accordingly, we began enrolling SNP members in that market in 2007. The
contract terminates December 31, 2007 with annval renewal options for successive one-year periods.

(c) We entered into a contract with the State of Tennessee in August 2006 to offer healthcare coverage to low-
.income residents in the Middle-Grand Region of Tennessee through our subsidiary AMERIGROUP Tennes-
see, Inc. (dfb/a AMERIGROUP Community Care). The contract is expected to commence in mid-2007 and
continue through June 30, 2010, with five one-year renewal options thereafter.

(d) Our Texas SSI contract was renewed on February 1, 2007 and includes the expanded Houston service area,
Austin, Texas and San Antonio, Texas.

All of our contracts, except those in the District of Columbia, Georgia and New Jersey, contain provisions for
termination by us without cause generally upon written notice with a 30 to 180 day notification period.
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As of December 31, 2006, we served members who received healthcare benefits through our 18 contracts with
the regulatory entities in the jurisdictions in which we operate. Three of these contracts, which are with the States of
Floﬁda, Maryland ‘and Texas, individually accounted for 10% or more of our revenues for the year ended
Décember 31; 2006; with the' largest of these contracts, Texas TANF and SCHIP, representing approximately
24% of our revenues. The following table sets forth the approximate number of our members we served in each state
as of December 31,2006, 2005 and 2004. Since we receive two premiums for members that are in both the
AMERIVANTAGE and AMERIPLUS products, these meihbqrs have been counted twice in the State of Texas.
Aécordingly, membership counts répresent an occurrence of payment under our contracts with our goverhment

partners. -
December 31,

Market , 2006 2005 2004

District of Columbia. .. ., . ... . . i 40,000 41,000 41,000

Flomda. . ... . it i e e . 202,000 219,000 - 229,000

Georgia . . . . e e e 227,000 — —

L) (o3 R —_ 41,000 37,000

Maryland. . ... ... e 145,000 141,000 130,000

. New Jersey ........ T RS 102,000 109,000 105,000

e B N ' . . T :

New York ... ........... U L 126000 138,000 —
W Ohio e p e e U 46,000 22,000 —
+ Texas........... T P e v 406,000 399,000 394,000
COVTgIIA L L it i i S SR 22,000 19,000 —

Total ... 1,316,000 1,129,000 936,000

District of Columbia BRI

Our Maryland subsidiary, AMERIGROUP Maryland, Inc., is also licensed as an HMO in the District of
Columbia and became operational in the District of Columbia in August 1999. As of December 31, 2006, we had
approximately 40,000 members in the District of Columbia. We beligve that we have the largest Medicaid health
plan membership in the District o;f Columbia. We offer AMERICAID, AMERIKIDS and AMERIFAM in the
District of Columbia, Our ééﬁtfzict with the District of Columbia extends through July 31, 2007. We anticipate the
District of Colqmbia wiAll'er}:t;é}" into a répi"oéurement process in the ﬁrst‘quarter of 2007 for the contract period
bcgiqﬁing Au‘gu"s;t .1,'2(')07,‘I3H?‘s|e§:on our most recent discussions with government r.epresentatives.‘

Florida | ' -

Our Florida subsidiary, AMERIGROUP Florida, Inc., is licensed as an HMO and became operational in
January 2003 with the acquisition of PHP Holdings, Inc. In July 2003, we acquired the Medicaid contract rights and
related assets of a health plan known as St. Augustine. As of December 31, 2006, we had approximately 202,000
mermbers in Florida: Our current service areas include the metropolitan areas of Miami/Fort Lauderdale, Orlando
and Tampa that iriclude .15 counties in Florida. We believe we have the second largest Medicaid health plan
membershipzin edch of -6ur Florida markets' and in each market we offer AMERICAID, AMERIKIDS and
AMERIPLUS. New TANF contracts were executed in the thifd quarter of 2006 and extend for a three year period.
The TANF Non-Reform contract expires on August 31; 2009 and the TANF Reform contract (Broward County)
expires June 30, 2009.. The TANF Reform contract is a contract under the State’s Medicaid Reform pilot program.
The TANF contracts'can be terminated by either party upon 30 days notice. Our Summit Care contract was renewed
in September 2006 and expires August 31; 2007, However; either party can terminate the contract upon 60 days
notice. Currently; we .are’in:good'standing with the Department of Elder Affairs, the agency with regulatory
oversight of the Long-Term Care program, and have no reason to believe that the contract will not be renewed. Our
SCHIP contract,. eXecuted in October 2006 extends through September 30, 2007. The Florida Healthy Kids
Corporation (FHKC), the agency with regulatory oversight of the SCHIP program, may enter into a reprocurement
process for subsequent periods, or FHKC may opt to extend the existing contract.
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Georgia : L . - . , TR

Our Georgla subs:dm.ry, AMGP Georgia Managed Care Company, Inc is llcensed as an HMO and began
operations in June 2006 in the Atlanta Region, with an additional three region rollout i in September 2006 in the
North, East, and Southeast reglons As of December 31, 2006, we had approximately 227, 000 members in Georgia,
We believe we have the second largest Medicaid health plan membership in Georgia where we offer AMERICAID
and AMERIKIDS Our TANF and SCHIP contract with the State of Georgia expires on June 30, 2007 with the
State’s option to renew the contract for six addmona] one-year lerms. We anticipate that the State will renew our
contract effective July 1, 2007.

Hlinois : B B

Our- Iinois subsidiary, AMERIGROUP Hlinois, Inc., allowed its contract with the lltinois Department of
Healthcare and Faniily Services to terminate July 31, 2006. We do not expect the termination of this contract to have
a material impact on the financial position, results of operations or liquidity of the Company.

s

Maryland

Our Marylan‘d subsidiary, AMERIGROUP, Maryland, Inc., is licensed as an HMO and became operational in
June 1999. Qur current service areas include 21 of the 24 counties in Maryland. As of December 31, 2006, we had
approximately 145,000 members in Maryland. We believe that we have the largest Medicaid health plan
membership in Maryland where we offer AMERICAID, AMERIKIDS and AMERIPLUS. Our contract with
the State of Maryland does not have a set term. We can terminate our contract with Maryland by notifying the State
by October 1st of any given year for an effective termination date of January 1st of the following year. The State may
waive this timeframe if the circumstances warrant, including but not limited to reduction in rates outside the normal
rate setting process or an MCO exit from the program. Additionally, effective Januvary 1, 2007 AMERGROUP
Maryland, Inc. began operating a SNP for dual eligibles in Maryland. AT N .

ot

New Jersey o : - L .

gt ¢

Our New Jersey Slleldlal’y AMER[GROUP New Jersey, Inc., is hcensed as an HMO and became operanonal
in February 1996. Our current service areas include 20 of the 21 counties in New Jersey As'of December 3, 2006'
we had approx:mately 102,000 members in New Jersey, We believe that we have the thlrd largest Medlcald health
plan membership in New Jersey wh'ere we offer AMERICAID, AMERIPLUS AMERIKIDS and AMER]FAM Our
contract with the State of New Jersey expires on June 30, 2007, with the State’s opnon to extend the contract oh an
annual basis through an executed contract amendment. We anticipate that the State will renew our contract effective
July 1, 2007. o

New York S - Coan

4 . -
- X b ) S

Effective January 1, 2005, we acquired CarePlus Wthh is hcensed asa Prepald Health Services Plan (PHSP)
in New York. CarePlus’ service areas include New York City, within the boroughs of Brooklyn, Manhattan, Queens
and Staten Island, and Putnam County. We offer AMERICAID, AMERIKIDS and AMERIFAM ineach of these
boroughs of New York City and Putnam County. Effective January 1, 2007, we entered into amended TANF
contracts with the State and City of New York expanding our service areas to the Bronx borough. The State TANF,
$SI and FamilyCare contracts are for a term of three years (through September.30, 2008) with the State Department
of Health's option to extend for an additional two-year term. The City’s TANF contract has a two-year term (through
September 30, 2007) with the City Department of Health’s option to extend for one additional three-vear term. Our
SCHIP contract with the State has been continued by contract extension through June 30, 2007. Our contract with
the Department " of Health under the Managed - Long-Term 'Care Demonstration project' terminated on
December 31, 2006 and was renewed for a three-year term from January 1} 2007 through December 31, 2009.
As of December 31, 2006, we had approximately 126,000 members in New -York. We believe we have the 51xth
largest Medicaid health plan membership in our New York service areas.' L
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Ohio e - B T
" Our Ohio’ iubsidiary, AMERIGROUP Ohio, Inc., is ‘licensed'as an HMO ‘and began operations in

September 2005 in the Cincinnati service area. Through a reprocurement process in early 2006, we were successful
in retaining our Cincinnati service area and expanding to the Dayton service area, thereby servicing a total of
16 counties in Ohio. As of December 31, 2006, we had approximately 46,000 members in Ohio. We believe we have
the second largest Medicaid health -plan membership in our Ohio markets where we offer AMERICAID and
AMERIKIDS. Our contract with the State of Ohio expires on June 30, 2007. We anticipate the State will renew our
contract effective July 1, 2007. Additionally, beginning January 1, 2007 AMERIGROUP Ohio, Inc., began
enrolling members in Medicaid’s ABD program in the Southwest Region of Ohio for a February 1, 2007 effective
date. The Southwest Region includes eight counties near Cincinnati.

1

:

Texas - ’ LIS ‘
.. Our Texas subsidia;y,r'AMERlGROUP Texas, Inc., is licensed as an HMO and became operational in
September 1996. Our current service areas include the citics of Austin, Corpus Christi, Dallas, Fort Worth, and
Houston and the surrounding .counties. As of December 31, 2006, we had approximately 406,000 members in
Texas. We believe that we have the largest Medicaid health plan membership in each of our Fort Worth and Houston
markets, the second largest Medicaid health plan membership in our Austin and Dallas markets and the third largest
Medicaid health plan membership in our Corpus Christi market. We offer AMERICAID in each of our Texas
markets, AMERIKIDS in Dallas, Houston; Fort Worth and Corpus Christi, and AMERIPLUS in Houston. Our joint
TANF and SCHIP contract is effective through August 31, 2008, with the State’s option to renew for up to an
additional e'ight. years. Ou‘r.cu_rrén't AMERIPLUS contract expired on Janvary 31, 2007. We entered into a new
AMERJPl‘.US_ contr_at_:f effective I{cbr_uary 1, 2007, which includes the expanded Houston service area, Austin,
Texas and San Antonio, I'l‘c')_cé;s. . ' .

4 -

' "Effective January 1,2006, AMERIGROUP Texas, Inc. began operations ds a SNP to offer Medicare benefits to
dual eligibles that live'in and around Houston, Texas: AMERIGROUP Texas, Inc. already served these members
throiigh'the Texas Medicaid STAR+PLUS program and now offers these members Medicare Parts A & B benefits
and the Part D drug benefit-under this new contract. Our participation in the Medicare Parts A & B and Part D
pro'graﬁis is based upon assuinptions regarding enrollment, utilization, physician, hospital arid pharmaceutical costs
and other factors. In the event any of these assumptions are materially incorrect, either as a result of unforeseen
changes to MedicaretPar'ts A&B anq Part D or otherwise, our business, results of operations and financial condition
could be materially ggi\fers’ely_dffég:ted. ' . '

4 oy . . Y

, Virginia ~ . . y o o

'Our Virginia subsidiary, AMERIGROUP Virginia, Inc., is licensed’ as-an HMO and began operations in
September 2005 serving 11 counties in Northérn Virginia. Asof December 31, 2006, we had approximately 22,000
members in Virginia. We believe we have the second largest Medicaid health plan membership in Northern Virginia
where we offer AMERICAID, AMERIKIDS and AMERIPLUS. Our TANEF, SSI, and SCHIP contracts with the
Commonwealth of Virginia expire on June 30, 2007. We anticipate the State will renew our contract effective July 1,
2007.

fe

Quality Management. -~ " oo S

We have a comprehensive quality management plan designed to improve access to cost-effective quality care.
We have developed policies and procedures to ensure that the healthcare services arranged by our health plans meet
the professional standards of care established.by the industry and the medical community. These procedures
include:

R T VP 1 L EVE SRR : ' '

.. Analysi.sj of  healthcareutilization data. 'To avoid_duplication of services or medications, in conjunction
with the PCPs, healthcare utilization data is analyzed and, through comparative provider data and periodic
meetings with physicians, we'identify areas in which a physician’s utilization rate differs significantly from
the rates 'of other physicians.-Onthe basis of this analysis, we suggest opportunities for improvement and
follow-up with the PCP to:monitor -utilization. S e
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* Medical care satisfaction studies, We evaluate the quality and appropriateness of care provided to our
health plan members by reviewing healthcare utilization data and responses to member and physician
questionnaires and grievances.

* Clinical care oversight. Each of our health plans has a medical advisory committee comprised of
physician representatives and chaired by the plan’s medical director. This committee reviews credentialing,
"approves clinical protocols and practice guidelines and evaluates new physician group candidates. Based on
regular reviews, the niedical directors who head these committees develop recommendauons for improve-
ments in the delivery of medical care.

. Qual:ry :mprovemem plan. A quality improvement plan is implemented in each of our health plans and is
governed by a quality management committee. The quality management commiitee is comprised of senior
management at our health plans, who review and evaluate the quality of our health services and are
responsible for the development of quality improvement plans spanning both clinical quality and customer
service quality. These plans are developed from provider and membership feedback, satisfaction surveys and
results of action plans. Our corporate quality improvement council oversees and meets regularly with our
health plan quality management committees to help ensure that we have a coordmated quahty focused
approach relatmg to our members, prowders and state govemments

Management Information Systems

The ability to capture, process and allow local access to data and to translate it into meaningful information is
essential to our ability to operate across a multi-state service area in a cost-effective manner. We operate with three
claims management applications, AMISYS, FACETS and TXEN, the latter of 'which was inherited through our
acquisition of CarePlus. We are currently in the process of converting from AMISYS and TXEN to our strategic
long-term solution, FACETS. This integrated approach helps to assure that consistent scurces of claim, provider and
member information are provided across all of our health plans. We use these common systems for billing, claims
and encounter processing, utilization management, marketing and sales -tracking, financial and management
accounting, medical cost trending, reporting, planning and analysis. The platform also supports our internal
member and provider service functions, including on-line access to .member eligibility verification,
PCP membership roster, authorization and claims status,

In November 2003, we signed a software licensing agreement with The Trizetto Group, Inc. for their FACETS
Extended Enterprise ™ administrative system (FACETS). During 2006, we continued to invest in the implemen-
tation and testing of FACETS with a staggered conversion to FACETS by health plan beginning in 2005 and
continuing through 2008. Additionally, all new health plans are implemented using FACETS. As of
December 31, 2006, we are processing claims payments for our Texas and Georgia health plans using FACETS
for dates of service subsequent to October 1, 2005 and June 1, 2006, respectively, which represents claims for
approximately 48% of our current membership. We currently expect that FACETS will meet our software needs and
will support our long-term growth strategies. - o ‘ '

Competition

Our principal competitors for state contracts, members and providers consist of the following types of
organizations;

’

* Tradmonal Fee-for-Service — Original unmanaged provider payrnent system whereby the state govern-
ments pay previders directly for services provided to Medicaid members. * -+ :

* Primary Care Case Management Programs (PCCMs) — Programs established by the states through con-
tracts with PCPs to provide pnmary care servnces to the Medlcald recnplent as well as prowde limited
oversight over other services.”

4+ N . .
» Commercial HMOs — National and regional commercial managed care organizations that have Medicaid
and Medicare members in addition to members in private commercial plans. -
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Medicaid HMOs — Managed care organizations that focus solely on serving people who réceive healthcare
- s bqpeﬁ)ts through Medicaid.

Ly T . R e,
, .+ Medicare Coordinatéd Care Plans — Managed care organizations that focus on serving people who receive
healthcare benefits through Medicare. These plans also may include Medicare Part D prescription coverage.

Private Fee-For-Service Organizations — These organizations provide the'standard fee-for:service arrange-
_ ments of Medicare, but are run by private plans and may, or may not inplugfz a prescription drug plan.

Medicare Part D Plans — These plans offer Medicare beneficiaries prescription drug coverage only, while
members of these plans continue to receive their medical benefits from either another Medicare plan or
Medicare Fee-For-Service. . nry PP LA e

- L We will clitinue 16 facé varying levels of competition a5 we expand in our existing service areas or enter new
markets. Healthcare reform proposals may cause a number of commetcial managed care organizations'already in
our service, areas to jq;qc_idt_:' Lo enter or exit the Medicaid market. . s
i v'We compete av;fitlll other managed care organizations to'obtdin dtate contracts, as well as to attract iew members
and { retain existing'members. States generally usc eithér a'formal procurement process reviéwing many bidders or
award individudl'contracts to guialified applicants that apply for entry o thé program. In order to be awarded a state
contiact; state”governments consider many factors, which' in¢lude’ providing quality 'caré; satisfying financial
requirements, demonstrating an ability to deliver services, and establishing networks and infrastructure. People who

wish to enroll in a managed healthcare plan or to change healthcare plans typically choose a plan based on the
service offered, ease of access to services, a specific providér -being part of the network and the availability of
supplemental benefits.

i
. . '
et P TR .
. . -

In addition to competing for members, we compete Vli‘f'lt'h'.(llﬂ:ler‘ mgrllfgqq. care o_rganiza[lig‘nﬁ [to enter into
contracts with independent physicians, physician groups and other providers. We believe the factors that providers
consider indeciding whether to contract”with us*include potential member volume, reimbursement.rates, our
medical management programs) timeliness of reimbursement-and administrative service capabilities:

P R ST T TP R e T S PRI L TP
Rlé'glﬂaiibn v "‘."‘{“'u g :'I'_h S S L Y U T POV I LN I TR K P
B T T TN L e e L R GOl T e

Our healthcare operations are regulated at both the state and federal levels and in the case of New York, by the
city as well. Government regulation of the provision of healthcare products and services is a changing arca of law
théi"\?aj'it:rs'fr.c;rﬁ jurisdiction to jutisdiction. Regulatory agencies penerally have discretion to issue regulations and
1{1tt§rp5étqdr’1:d‘ eng‘or‘ce thS‘ and "rﬁl’e‘s.'Ch?nge‘s in appliclablt_a‘_lta%"s and'rules {ffayl also occur p’ei'i()(liiléz}ﬂ‘y. )

f . T . ey o, e L P

Regulated Entities
L Tt E L : L Cave L . - R
« - Our health plan subsidiaries in the District of Columbsia, Florida, Georgia, Maryland; New Jersey, Ohio, Texas,
and-Virginia are authoriigd to operate as HMQs and our health plan subsidiary, in New York-is authorized to operate
as a PHSP. In each of the jurisdictions in which we operate, we are regulated by the relevant health, insurance and/or
human services departments that oversee the activities of HMOs and PHSPs providing or,arranging to provide
services to Medicaid enrollees.

R T PO T R TR o R O A - o
«ty ~The process for obtaining the authorization to operate as an,HMO or PHSP is lengthy.and complicated and
requires demonstration.to the regulators of the,adequacy of the health plan’s organizational structure, financial
resources, utilization review, quality assurance programs and complaint procedures. Both under state HMO and
PHSP statutes and state insurance laws, our health plan subsidiariés must comply with minimum net worth
requirements and other financial requirements, such as minimum capital, deposit and reserve requirements.
Insurance regulations may also require the prior state approval of acquisitions of other managed care organizations’
businesses and the payment of dividends, as well as notice for loans or the transfer of funds. Each of our subsidiaries
is also subject to periodic reporting requirements. In addition, each health plan must meet numerous criteria to
secure the approval of state regulatory authorities before implementing operational changes, including the

development of new product offerings and, in some states, the expansion of service areas. .. *+. "
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Medicaid and Medicare

Medicaid was established, as was Medicare, by 1965 amendments to the Social Security Act of 1935, The
amendments, known collectively as the Socnal Security Act of 1965, created a ]01(1{ federal-state program in which
each state:

« establishes its own eligibility standards,

» determines the type, armount, duration and scope of services,
s sets the rate of payment for services, and ' 0
+ administers its own program. . -

Medicaid policies for eligibility, services, rates and payment are complex, and vary considerably among states,
and the state policies may change from time-to-time. . - 4o

States are also permitted by the federal government to seek waivers from certdin Tequirements of the Social
Security Act of 19635. In the past decade, partly due to advances in the commercial healthcare field, states have been
increasingly. interested in experimenting with pilot projects and statewide initiatives to control costs and expand
coverage and have done so under waivers authorized by the Social Security Act of 1965 and with t_lic: approval of the
federal government. The waivers most relevant to us are the Section 1915(b) freedom of choice waivers that enable:

. mandating Medicaid enrollment into managed care,
. utiIiziné a central broker for enrollment into‘-plan's, o e,
* using cost savings to provide additional services, and 7
¢ limiting the number of providers for addltlonal serv1ces

Waivers are approved for two-year periods and can be renewed on an ongmng bams ifrthe state apphes A
1915(b) waiver cannot negatively impact beneficiary access or quality of care and must be cost-effective. Managed
care initiatives may be state-wide and required for all classes of Medicaid eligible recipients, or may be limited to
service areas and classes of recipients. All jurisdictions in which we operate have some sort of mandatory Medicaid
program. However, under the waivers pursuant to which the mandatory programs have been implemented, there
must be at least two managed care plans operating from which Medicaid eligible recnplents may choose.

Many states, mcludmg Ma.ryldncl operale under a Section 1115 demonstration rather than a TI915(b) waiver.
This is a more expansive form of waiver that enables the state to have a Medicaid program that is broader than
typically permitted under the Social Secunty Act of 1965. For example, Maryland’s 1115 waiver allows it to include
more individuals in its managed care program than typically allowed under Medicaid.

In all the states in which we operate, we must enter into a contract with the state’s Medicaid regulator in order
to be a Medicaid managed care organization. States generally use either a formal proposal process, reviewing many
bidders, or award individual contracts to qualified-applicants that apply for entry to the program. Although other
states have done so in the past and may do so in the future, currently the District of Columbia, Florida, Georgia, Ohio
and Texas are the only jurisdictions in which we operate that use competitive bidding processes.

The contractual relationship with the state is generally for a period of one to two years and renewable on an
annual or biannual basis. The contracts with the states and regulatory provisions applicable to us generally set forth
in great detail the requirements for operating in the Medicaid sector including provisions relating to:

» eligibility, enrollment and disenrollment processes,

« covered services, '

» eligible providers, : . : . : <
+ subcontractors, ‘

1 'k

* record-keeping and record retention,
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periodic financial and informational reporting,

quality assurance,

markeling,

financial standards,

timeliness of claims’ payment,

health education and wellness and prevention programs,
sa]écguarding of member iﬁformation,

fraud and abuse detection and reporting, Lo
éi;ic'vz_inc’:e procedures, and .

organization and administrative systems.

A healfh plan’é cbmpliancc with these requirements is subject to monitoring by the state regulator and by CMS.
A health plan is subject to periodic” comprehensive quality assurance evaluation by a third-party reviewing
organization and generally by the insurance department of the jurisdiction that licenses the health plan. ‘Most health
plans must also submit quarterly and annual statutory financial statements and utilization reports, as well as many
6t'her reports in accordance with individual state requirements. T ' '

Our contracts with CMS are calendar year based and are renewed annually, and most recently were renewed as
of January 1, 2007.

CMS requires that each Medicare Advantage plan meet the rcgulatorj{ requirements set forth at 42 CFR 422
and the operational requirements described in the Medicare Managed Care (MMC) Manual. The MMC Manual
provides the detailed requirements that apply to our Medicare line of business including provisions related to:

+ marketing; -

" payment from CMS,

enrollment and disenrollment,

3 1

benefits and beneficiary protections,
quality assessment,

relationships with providers,

premiums and cost-sharing,
our contract with CMS, - ' ' '
the éffect of a change of ownership during the contract period with CMS, and

beneficiary gi‘icvances, organization determinations, and appeals.

CMS provides additional guidance on reporting in separate documents.

As a Medicare Advantage Prescription Drug Plan that offers a SNP we are also contractually obligated to meet
the requirements outlined in 42 CFR 423 and the Prescription Drug Benefit (PDB) Manual. The PDB Manual
provides the detailed requirements that apply only to the prescription drug benefits portion of our Medicare line of
business. The PDB provides detailed requirements related to: - '

-

benefits and beneficiary protections,
Part D drugs and formulary requirements,
marketing (included in the MMC Mahual),

enrollment and disenroliment guidance, : ' ; ST
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» quality improvement and medication therapy management, - f

* fraud, waste and abuse,

« coordination of benefits, and

« Part D grievances, coverage determinations, and appeals.

CMS provides additional guidance on the Part D reporting requrrements in separate documcnts

In addition to the requirements outlined above, CMS requires that each Medicare Advantage plan conduct
ongoing monitoring of its internal compliance with the requirements and well as oversight of any delegated vendors.

We continue to work with CMS and the states on implementing the Deficit Reduction Act of 2005, CMS issued
guidelines to the states on June 9, 2006, requiring proof of citizenship for all new enrollees and for re;enrofiments.
The regulations that came out in early July 2006 further exempted SSI recipients and certain other groups and
permitted use of school records for children, where appropriate. At this point, we do not anticipate nor have we seen
any evidence of any, significant impact on membership as a result of this provision, as most of the states have been
trying to reduce the burden of these requirements of this provision. for beneﬁcmnes Georgia and New York already
requrred proof of cmzenshrp and to date, we have not been notrﬁed of any known enrollmem issues. Texas is using
electronic records to assist beneﬁmancs and Virginia has retrained al] of its, enrollmenl officers to ensure a smooth
transition. CMS is also p]annmg a wrdespread outreach effort to help beneﬁcranes understand the Deficit Reduction
Act of 2005. However, we can give no assurances that these guidelines will not impact our membership adversely,
thereéby negatively impacting our fihancial position, results’ ofroperations and: liquidity.

Additional Federal Regulation . TR o no C
. T
HIPAA

« .
- ~ . L 1
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In accordance with the Health Insurance Portability and Accountability Act of 1996 (HIPAA), health plans are
required to comply with all HIPAA regulations relating to standards for electronic transactions and code sets
(T&CS), privacy of health information, security of healthcare information, national provider identifiers, and

national employer identifiers.

AMERIGROUP implemented its privacy compliance program by April 14, 2003. AMERIGROUP received a
two-year privacy accreditation from the Utilization Review Accreditation Commission on November 1, 2003 and
was re-accredited for an additional two years on November 1, 2005. In accordance with CMS guidance regarding
compliance with T&CS regulations, AMERIGROUP implemented a T&CS contingency plan in March 2003, and
has since acted aggressively to complete implementation of the T&CS regulations, subject to compliance by its
trading partners and the various state Medicaid programs. AMERIGROUP complies with HHS security regulations
as of April 20, 2005 related to protected health information in electronic form and information systems.

Implementation of the National Provider Identifier (NPI) is required by May 27, 2007. We began a gap analysis
for implementation of the NP1 in early 2006 and we have engineered a dual claims acceptance capability to enable
acceptance of both NPI and non-NPI submitted claims. Future costs will be incurred in 2007 to implement the NPI
standards. . . e .

PR
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Medrcard Reform

+  On February 8, 2006 Présidént Bush 51gned the Budget Reconcrhauon Bill (the Bill) passed by Congrcss ]
reduce the size of the federal deficit. The Biil reduces federal spending by $39.5 billion over 5 years. Net savings for
Medicaid totals $4.75 billion over five years, and the legislation includes a number of reforms. to the Medicaid
program. These reform measures include providing states with greater ﬂexlblhty in establishing cost-sharing and
premium payments for Medicaid beneficiaries and providing states with increased flexibility "in establishing
benchmark benefit packages for Medicaid beneficiaries. In addition, the Bill tlghtens rules on how assets are treated
for purposes of qualifying for Medicaid coverage. The Bill also makes changes to how prescription drugs are priced
within the Medicaid program, S e
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¢ The Bill includes some provisions that directly affect Medicaid managed: care companies. It prohibits the
further use of Medicaid Managed Care Organizatioris (MCO) provider taxes.for purposes of receiving federal
financial participation. In order for a provider tax to be eligible for a federal match, it must be broad based and not
limited to Medicaid MCO plans only. The legislation, however, provides an exemption for states that currently have
MCO provider taxes in effect and allows these programs to remain in existence through September 2009. The Bill
also establishes a payment ceiling for emergency rpdm services provided by a hospital ptovider not under cbntract
with a Medicaid MC_O'.'The legislation limits payments to nq,illn'ore than amounts under Medicaid Fee-For-Sefvice

for out-of-network emergency services. o :
s ’ Xz . ! . '

* . Congress passed at the end of its session in December, 2006 a bill entitled “Tax Relief and Health Care Act of
2006” which limits the amount of premium tax a‘state can impose to 5.5% for the period of January 1, 2008 to
September 30,2011, On September 30, 2011, the tax will revert back to the 6.0% cap that had been in place under
current law. The ‘President had recommended: that' the.cap be reduced to 3.0%, but Congress instead made a
temporary reduction to 5.5%. We believe it is unlikely additional legislation willraddress this issue in the near
future.

Il . ! . .
o fs » [T RS- | I .

.States are beginning to examine the many.changes that these two pieces of legislation will bring to -the
Medicaid program. It is uncertain if states will make significant changes to their Medicaid programs in the near
future. '

)

President’s 2008 Budget

"~ r. D e
The President’s proposed budget for fiscal year 2008 includes many initiatives involving healthcare that will be
top priorities in the coming year. SCHIP, a program created in 1997, is up for reauthorization this coming year.
Leaders in Congress have said this will be their top health legislative item this year. The President’s budget includes
an additional $5 billion for SCHIP over the next five yéars. Many in Congresstare advocating a major initiative to
cover the estimated six million children who dre ininsured and eligible for SCHIP or Medicaid, but are not currently
énrolled: Legislative bills may request as much'as an additional $60 billion for SCHIP over the next five years. It is
likely that Congress will take some action on this issue during the coming year; although the specific Congréssional
actions cannot be predicted. The amount of funding, changes in eligibility, and other policy changes under the
program could affect our business, positively or negatively, depending on the final legislation. -

- .The President’s budget also includes a number 'of regulatory and legislative initiatives for Medicaid. The
Department of Health and Human Services released a proposed rule in January 2007 that would limit the use of
Intergovernmental Transfer. (IGT) payments by limiting payments to no more than the cost of services. This policy
change, if implemented, could affect our business where IGT’s are in use, either positively or negatively depending
on state policy responses.-The President’s Budget also proposes changes to- pricing of prescription drugs in
Medicaid and how.Medicare Part B and D preium payments are set and indexed. In addition, some in Congress are
recommending changes to the rates of Medicare Advantage plans as a way to find budget savings. It is unclear
which of these initiatives, if any, will succeed, but any of these initiatives could affect our business either, positively
or negatively depending on the legislation. '

Finally; to address the issue of the uninsured, the President recommends capping the tax benefits an individual
may receive from employer sponsored health'coverage, and also to allow people who purchase health insurance on
the individual market to receive the same tax benefit that employees get who receive their coverage from their
employer. It is expected that this issue, and other policy issues around the uninsured, will be debated throughout the
year, tLhough it is unlikely that major legislation will be passed on this topic this year. :
. As part of the Budget deliberations in-the spring of 2005, Congress asked the Secretary-of Health and Human
Services to create a bipartisan Medicaid Commission to look at the challenges facing the Medicaid program, and to
make both short--and long-term recommendations on how to achieve savings and ensure long-term sustainability of
the:Medicaid program. The Commission was formally. appointed in July, and its first task was to make recom-
mendations to the Secretary by Septemberil, 2005, on how to achieve $10-billion in savings over five years in the

Medicaid program. That report recommended making changes in how prescription drugs are priced, to expand the
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prescription drug rebate to Medicaid managed care plans; to allow tiered co-payment for prescription drugs, to
reform the use of Medicaid managed care provider taxes, and to make reforms in how assets are treated for purposes
of qualifying for Medicaid coverage. Some of the recommendations were included in the final Bill which Congress
passed at the end of 2005 and included net savings.of $4.75 billion to the Medicaid program.

. The Medicaid Commlssmn submitted its Final Report and Recommendatlons to Secretary Leavitt on
December 29, 2006, This second report made recommendations around the long-term sustainability of the
program. The report included recommendations in the area of Long-Term Care, Benefit Design, Eligibility, Health
Information Technology, and Quality and Care Coordination. The report emphasized consumer choice, changes in
policy that eliminated “institutional bias,” and integrating care in the most appropriate setting. The report
recommended that a new program for dual eligibles be established, at state option, called the “Medicaid Advantage”
program. Federal funding for the Medicare portion of the payments would continue on a capitated basis to the state,
but the states would be responsible for the overall program. This would integrate care for the elderly and disabled by
having one program, rather than two.

We believe there has been limited interest in the final recommendations of the Medicaid Commission. We
believe Congress is unlikely at this point to use the Commission’s findings as a basis for moving forward on
Medicaid policy issues in the coming year. :

Patients’ Rights Legisiation

The U.S. Congress has considered several versions of patients’ rights legislations in previous sessions of
Congress in the late 1990’s and early 2000’s. Given the make-up of the new 110th Congress, this issue could emerge
again as a major issue of-debate: Legislation could expand our potential exposure to lawsuits and increase our
regulatory compliance costs. Depending on the final form of any patients’ rights legislation, such legislation could;
among other things, expose us to liability for economic and punitive damages for making determinations that deny
benefits or delay beneficiaries’ receipt of benefits as a result of our medical necessity or other coverage
determinations. We cannot predict whether patients’ rights leglslatlon will be reconsidered in the future or if
enacted, what final form such legislation might take. - .

Other Fral;zd a;:d Abuse Laws

Investigating and prosecuting healthcare fraud and abuse has become a top priority for law enforcement
entities. Thé funding of such law enforcement efforts has increased in the past few years and these increases are
expected to continue. The focus of these efforts has been directed at participants in public government healthcare
programs such as Medicaid, These regulations and contractual requirements applicable to participants in these
programs are complex and changing. We have re-emphasized our regulatory compliance efforts for these programs,
but ongoing vigorous law enforcement and the highly technical regulatory scheme mean that compliance efforts in
this area will continue to require substantial resources.

) -

Employees a o

As of December 31, 2006, we had approximately 3,500 employees. Our employees are not represented by a
union. We believe our relationships with our employees are generally good.

Available Information - =~ a TR . ‘ . .

We file annual, quarterly and current reports, proxy statements and all amendments to these reports and other
information with the U.S. Securities and Exchange Commission (SEC). You may read and copy any materials we
file with the SEC at the SEC’s Public Reference Room at 100 F Street, NE, Room 1580, Washington, DC 20549.
You may obtain information on the operation of the Public Reference Room by calling the SEC at 1-800-SEC-0330.
The SEC maintains an Internet site that contains reports, proxy and information statements, and other information
regarding issuers that file electronically with the SEC and the address of that site is (http:/www.sec.gov). We make
available free of charge on or through cur website at www.amerigroupcorp.com our Annual Report on Form [0-K,
Quarterly Reports on-Form 10-Q, Current Reports on Form 8-K, all amendments to those reports as soon as
reasonably practicable after such material is electronically filed with or furnished to the SEC, our Corporate
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Governance Principles, our Audit, Compensation and Nominating and Corporate Governance charters and our
Code of Business Conduct and Ethics. Further, we will provide, without charge upon written request, 2 copy of our
Annual Report on Form 10-K, Quarterly Reports on Form 10-Q, Current Reports on Form 8-K, and all amendments
to those reports. Requests for copies should be addressed to Investor Relations, AMERIGROUP Corporation, 4425

Corporation Lane, Virginia Beach, VA 23462,

+

_ In accordance with New York Stock Exchange (NYSE) Rules, on June 9, 2006, we filed the annual
certification by our Chief Executive Officer certifying that he was unaware of any violation by us of the NYSE’s
corporate governance listing standards at the time of the certification.

P o A . i
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Item 1A. .Risk Factors =+ .o+ ' . . ¢ ' : ’ )

' RISK FACTORS ., |
Risks related to being a regulated entity - - -

Changes in government regulations des:gned to protect provtders and members could force us to change
how ‘we operate and could harm our busmess ! a o

Our business is extensively regulated by the states in whlch we operate and by the federal govemmem These
laws and regulations are generally intended to benefit and protect providers and health plan members rather than
stockhoelders. Changes in existing laws and rules, the enactment of new laws and rules and changing interpretations
of these laws and rules could, among other things:

+ force us to change how we do business,

* restrict revenue and enrollmem growth,

» increase our health beneﬁts and administrative costs,
* impose additional capital requirements, and

* increase or change our claims liability.

If state regulators do not approve payments of dividends, distributions or administrative fees by our
subsidiaries to. us, it could negatively affect our business strategy.

We principally operate through our health plan subsidiaries. These subsidiaries are subject to regulations that
limit the amount of dividends and distributions that can be paid to us without prior approval of, or notification to,
state regulators. We also have administrative services agreements with our subsidiaries in which we agree to provide
them with services and benefits (both tangible and intangible) in exchange for the payment of a fee. If the regulators
were to deny our subsidiartes’ requests to pay dividends to us or restrict or disallow the payment of the
administrative fee or not allow us to recover the costs of providing the services under our administrative services
agreement or require a significant change in the timing or manner in which we recover those costs, the funds
available to our Company as a whole would be limited, which could harm our ability to implement our business
strategy, expand our infrastructure, improve our information technology systems, make needed capital expendi-
tures, service our debt and negatively impact our liquidity.

‘Regulations could limit our profits as a percentage of revenues.

Our New Jersey and Maryland subsidiaries as well as our AMERIKIDS product in Florida are subject to
minimum medical expense levels as a percentage of premium revenue. Our Florida subsidiary is subject to
minimum behavioral health expense levels as a percentage of behavioral health premium revenues. In New Jersey,
Maryland and Florida, premium revenue recoupment may occur. if these levels are not met. In addition, our Ohio
subsidiary is subjeci to certain administrative lirnits. These regulatory requirements, changes in these requirements
and additional requirements by our other regulators could limit our ability to increase or maintain our overall profits
as a percentage of revenues, which could harm our operating results. We have been required, and may in the future
be required, to make payments to the states as a result of not meeting these expense levels. Additionally, we could be
required to file a corrective plan of action with the states and we could be subject to fines and additional corrective
action measures if we did not comply with the corrective plan of action. Our failure to comply could also affect
future rate determinations and membership enrollment levels. These limitations could negatively impact our
revenues and operating results.

Our Texas health plan is required to pay a rebate to the State of Texas in the event profits exceed established
levels. The rebate calculation reports that we filed for the contract years ended August 31, 2000 through 2004 have
been audited by a contracted auditing firm retained by the State of Texas. In their report, the auditor challenged
inclusion in the rebate calculation certain expenses incurred by the Company in providing services to the health plan
under the administrative services agreement. We are not certain whether there has been an ultimate determination
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by the State of Texas with respect to the recommendation to exclude these expenses as defined in the report. The
audit of the contract year ending August 31, 2005 is currently being conducted by the state contracted firm and the
audit of the contract year ended August 31, 2006 is expected to commence in mid-2007. Although we believe that
the Tebate calculations were done appropriately, if the regulators were ultimately to disallow certain of these
expenses in the rebate calculation, it could result in the requirement that we pay the State of Texas additional
amounts for these prior periods and it could reduce our profitability in future periods. .

Failure to comply with the terms of our contracts with our government partners could negatively impact
our profitability and subject us to fines and penalties. '

Our contracts with our government partners contain certain provisions with regards to data submission,
provider network maintenance, quality measures, and other requirements specific to state and program regulations.
If we fail to comply with these requirements, we may be subject to fines and penalties that could impact our
profitability. Additionally, we could be required to file a corrective plan of action with the state and we could be
subject to fines and additional corrective action measures if we did not comply with the corrective plan of action.
Our faiture to comply could also affect future membership enrollment levels. These limitations could negatively
impact our revenues and operating results. '

In December 2006, our New Jersey subsidiary received a notice of deficiency for failure to maintain provider
network requirements in several New Jersey counties as required by our Medicaid contract. We submitted to the
State of New Jersey a corrective action plari and a request for a waiver of certain contractual provisions in
December 2006 and January 2007. The State of New Jersey is considering our requests for waivers, and we have
been granted an extension to correct the network deficiencies through June 2007. Prior to the expiration of the
extension, we will work with the State of New Jersey to correct certain electronic records and to correct the network
deficiencies. Although we believe that we will be able to tesolve this issue, if the State of New Jersey does not grant
further waivers and imposes fines and penalties our financial results could be materially impacted.

Qur failure to comply with government regulations could subject us to civil and criminal penalties and
limitations on our profitability.

Violation of the laws or regulations governing our operations could result in the imposition of sanctions, the
cancellation of our contracts to provide services, or in the extreme case, the suspension or revocation of our licenses.
We can give no assurance that the terms of our contracts with the states or the manner in which we are directed to
comply with our state contracts is in accordance with CMS regulations. '

We cannot give any assurance that we will not be subject to material fines or other sanctions in the future. If we
became subject to material fines or if other sanctions or other corrective actions were imposed upon us, our ability to
continue to operate our business could be materially and adversely affected.” From time-to-time we have been
subject to sanctions as a result of violations of marketing regulations in Florida and New York and for failure o meet
timeliness of the payment requirements in New Jersey. In 2005, our Florida and New York plans were fined for
marketing violations. In 2004 and 2003, our Florida plan was fined for marketing v_iolations.'Although we train our
employees with respect to compliance 'with state and federal laws and the markeéting rules of each of the states in
which we do business, no assurance can be given that violations will not occur. '

We are, or may become subject to, various federal and state laws designed to address healthcare fraud and
abuse, including false claims laws. Federal and state laws prohibit the submission of false claims and other acts that
are considered fraudulent or abusive. The submission of claims to a federal or state healthcare program for items and
sefvices that are determined to be “not provided as claimed” may lead to the imposition of civil monetary penalties,
criminal fines and imprisonment, -and/or exclusion from participation in state and federally funded healthcare
programs, including the Medicare and Medicaid programs. ’

The Deficit Reduction Act of 2005 (DRA) requires all entities that receive $5.0 million or more in annual
Medicaid funds to establish specific written policies for their employees, contractors, and agents regarding various
false claims-related laws and whistleblower protections under such laws as well as provisions regarding their
polices and procedures for detecting and preventing fraud, waste and abuse. These requirements are conditions of
receiving all future payments under the Medicaid program. Entities were required to comply with the compliance
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related provisions of the DRA by January 1, 2007. The federal .government provided limited guidance regarding
acceptable measures of compliance in late December 2006, We believe that we have made appropriate efforts to
meet the requirements of the compliance provisions of the DRA. However, if it is determined that we have not met
the requirements appropriately, we could be subject to civil penalties and/or be barred from receiving fumre
payments under the Medicaid programs in the states in which we operate thereby materially adversely affecting our
business, results of operation and financial condition. :

. HIPAA broadened the scope of fraud and abuse laws applicable to healthcare companies. HIPAA created civil
penalues for, among other things, billing for medically unnecessary goods or services. HIPAA estabhshes new
enforcement mechanisms to combat fraud and abuse, including a whistle-blower program. Further, HIPAA imposes
civil and criminal penalties for failure to comply with the privacy and security standards set forth in the regulation.
Despite @ press release issued by the Department of Health and ‘Human Services, (HHS) recommending that
Congress create a private right of action under HIPAA, no such private cause of action hag yet been created, and we

‘do not know when or lf quch changes may be enacted. : . g -

t The federal govemmem has enacted and state governments are enactmg, other fraud and abuse laws as well.
Our failure to comply with HIPAA or these other laws could result in criminal or civil penalties and exclusion from
Medicaid or other governmental healthcare programs and could lead to the revocation of our- licenses. These
penaltles or exclusions, were they to occur; would neganvely impact our-ability to operate-our business. -

The Sarbanes«Oxley Act of 2002 requrres that we mamtam effeeuve lntemal control over ﬁnanc1al reporting.
In particular, we must perform system and ,process evaluation and testing of our mternal control over financial
reporting to al_low management to report on, and our independent registered public. accounting firm to attest to, our
internal control over our financial.reporting as required by Section 404 of the Sarbanes-Oxley Act of 2002, Our
testing, or the subsequent testing by our independent registered public accounting firm, may reveal deficiencies in
our internal control over-financial reporting that are deemed to be material weaknesses. If we are not able to
continue to comply with the requirements of Section 404 in a timely manner, or if we or our independent registered
public accounting firm identifiesdeficiencies in our internal contro] over financial reporting that are deemed to be
material weaknesses, the market price of our stock could decline and we could be subject to sancuons or
investigations by the NYSE, the SEC or other regulatory authormes which would require additional ﬁnancral and
management resources, :
W, . - . - .
Comphance with new federal and ‘state rules and regulations may reqmre us to make unannc:pated
expenditures. oo

_ The federal govemment “and the governments of the states in which we operate have in the past and may in the
future pass laws’ 1mplementmg teguldtions which have had or may have the effect of changing the way we do
business or ransmg the cost of domg business. Regulauons implementing HIPAA have had such an effect. In 2003,
regulations were promulgated under HIPAA requiring the use of electronic transacnons and code sets for healthcare
claims and payment transactions submltted or received electromcally and to protect the security and privacy of
health-related 1nformatlon Regulatlons have now been promulgated requmng the 1mplementat1on of the NP1 by
May of 2007. Costs will be incurred in the future (o 1mplement NPI allhough no esnmate can be made at this time as
lo the cost of compllance and lmplementanon

! Changes in healthcare l’aws could reduce our pmf tab:hty B o
" i,

Numerous proposals relating to changes in healthcare law have been introduced, some of whrch have been
passed by Congress and the states in which we operate or may operate in the future. These mclude Medlceud reform
initiatives in Florida, as well as waivers requested by states for various elements of their programs. Changes in
applicable laws and regulations are continually being considered and mterpretanons of existing laws and rules may
also change from tifme-to-time. We are unable to predict what regulatory ‘changes-may occur or what effect any
particular change may have on our business. Although some of the recent changes in government regulations, such
as the removal of the requirements on the enrollment mix between commercial and public sector membership, have
encouraged managed care participation in public sector programs, we are unable to pred:ct whether new laws or
proposals will ‘continue .io favor or hinder the growth of managed héalthcare. ‘
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We cannot predict the outcome of these legislative or regulatory proposals, nor the effect which they might
have on us. Legislation or regulations that require us to change our current manner of operation, provide additional
benefits or change our contract arrangements could seriously harm our operations and financial results.

: ' L.

Changes in federal funding mechanisms could reduce our profitability, .

On February 8, 2006, President Bush signed the Budget Reconciliation Bill (the Bill) passed by Congress to
reduce the size of the federal deficit. The Bill reduces federal spendingby $39.5 billiori over 5 years. Net savings for
Medicaid totals $4.75 billion over five years, and the legislation includes a number of reforms to the Medicaid
prograr'r'lz These reform measures include providing states with greater flexibility in establishing cost-sharing and
premium payments for Medicaid beneficiaries, and provide states with increased flexibility in establishing
benchmark benefit packages for Medicaid beneficiaries. In addition, the Bill tightens rules on how assets are
treated for purposes of qualifying for Medicaid coverage. The Bill also makes changes to how prescription drugs are
priced within the Medicaid program. ' : ' '

. [ ! L “ R : N '

. The Bill includes some provisions that directly affect Medicaid managed care companies. It prohibits the
further use of Medicaid provider taxes for purposes of receiving federal financial participation. In order, for a
provider tax to be eligible for a federal match, it must be broad based and not limited to Medicaid plans only. The
legislation, however, provides an exemption for states that currently have provider taxes in effect and allows these
programs to remain in existence through September of 2009. The Bill also establishes a payment ceiling for
emergency room services provided by a hospital provider not under contract with a Medicaid HMO. It limits
payments to no more than Medicaid Fee-For-Service amounts for out-of-network emergency services.

"

. Congrcs§ passed at the end of its session in December, 2006 a bill entitled “Tax Relief and Health Care'Ac't of
2006 which limits the amount of premium tax a state can impose to 5.5% for the period of January 1, 2008 to
September 30, 2011; On Septémber 30, 2011, the tax will revert back to the 6.0% cap that had been in place under
current law. The President had recommended that the cap be reduced to 3.0%, but Congress instead made a
temporary reduction to 5.5%. We believe it is unlikely additional legislation will address this issue in the near future.

‘States dre’ begining to examine the many éhanges that these pieces of legislation will bring to the Medicaid
program. It is uncertain if states will make significant changes to theit Medicaid programs in the near future, but
such changes, depending on their scope, could impact our revenue or membership.

- The President’s proposed budget for fiscal year 2008 includes many initiatives involving healthcare that will be
fop priorities in the coming year; SCHIP, a program created in 1997, is up for reauthorization this coming year.
Leaders in Congress have satd this will be their top health legislative item this year. The President’s budget includés
an additional $5 billion for SCHIP over the next five years. Many in Congress are advocating a major initiative to
cover the estimated six million children who are uninsured and eligible for SCHIP or Medicaid, but are not currently
enrolled. Legislative bills may request as much as an additional $60 billion for SCHIP over the nextfive years. Itis
likely that Congress will take some action on this issue during the coming year, although the specific Congressional
actions cannot be predicted. The amount of funding, changes in eligibility, and other policy changés under the
program could affect our business, positively or negatively, deﬁending on the final legislation. S

The' President’s budget also includes a number of regulatory and legislative initiatives for Medicaid. The
Department of Health and Human Services released a proposed rule in January 2007 that would limit the use of
Intergovernmental Transfer (IGT) payments by limiting payments to no more than the cost of services. This policy
change, if implemented, could affect our business where IGT's are in use, either positively or negatively depending
on state’ policy responses. The President’s Budget also proposes changes to pricing of prescription drugs in
Medicaid and how Medicare Part B and D premium payments are set arid indexed. In addition, some in Congress are’
recommending changes to the rates of Medicaré Advantage plans as a way to find budget savings. It is unclear
which 0f these iﬁ_itizitives, if any, will succeed, but any of these initiatives could affect our business eithér, positively
61‘|h’c'gatively depénding on the legislation. ' !

_».- «Finally, to address the issue of the uninsured, the President recommends capping the tax benefits an individual
may receive from employer sponsored health coverage, and also to allow people who purchase health insurance on
the individual market to receive the same tax benefit that employees get who receive their coverage from their

29




employer. It is expected that this issue, and other policy issies around the uninsured, will be debated’ throughout the

year, though it is unhkely that major legls]atlon will be passed on this topic this year
1.

In addition, Congress and the federal government may adopt changes in Medicare relmbursement Ievels that
might negatively affect our SNP business. , ~ -~ . . o L s -

»

+ by i ¢ - B . N .
Reductions'in Medzcam' Junding by the states could substannally reduce our proﬁtab:luy
. v Lo TR | T

Most of our revenues come from state govemmem Med:card premiums. The base premiumm rate paid by each
state differs, depending on a combination of various factors such as defined upper. payment limits, a member’s
health status; age, gender, county or region, benefit mix and member eligibility category. Future levels of Medicaid:
premium rates may be affected by continued goverament efforts to contain medical costs and may further be
affected by state and federal budgetary constraints. Changes to Medicaid programs could reduce the number of
persons enrolled or eligible, reduce the amount of reimbursement or payment levels, or increase our admlnlstrauve
or healthcare costs under such programs. Statés penodlcally consider reducing or reallocating the amount of money
they spend for Medicaid. We believe that additional reductions in Médicaid payments could substanually reduce our
profitability. Further, our contracts with the states are subject to cancellation by’ the state ‘in the: event of
unavailability of state funds. In some jurisdictions, such cance]latlon may be :mmedlate and in other jurisdictions

t T

a notlce period is required. o ‘ oo g

State governments generally are experiencing tight budgetary conditions within their Medicaid programs.
Budget problems in the states in which we operate could result m limited increases or even decreases in the
premiums paid to us by the states. If any state in which we operale were to decrease premiums pald to us, or pay us
less than the amount necessary to keep pace w1th our cost trends, it could hdve a materlal aclverse effect on our
profitability. g .

- . !
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If state governments do not renew our contracts on favorable terms or we fail to retain our cantracts asa
. result of a re-bidding process, our busmess will suﬂer e

4
M -1 e oo

As of December 31, 2006, we served membérs who received healthcare benefits through 18 contracts with the
regulatory entities in the jurisdictions in which we operate. ‘Three of these contracts, which are:with the States of
Florida, Maryland and Texas, individually accounted for 10% or more of our revenues for, the year ended
December 31, 2006, with the largest of these-contracts, Texas, representing approximately 24% of our revenues,
If any of our contracts were not renewed on favorable terms or were terminated for cause, our business would soffer.
All our contracts have been extended until at least mid-2007. Termination or non- renewal of any single.contract
could matenally 1mpact our revenues and operating results. |, . ., . C ol Y

' o ) . . . Sy o
Some of our contracts are subject 1o a re-bidding or re-application process. For example, our Texas markets are
re-bid every six years (and were last re-bid in 2005) and the District of Columbia and Florida SCHIP contracts may
be re-bid during 2007. If we lost a contract through the re-bidding process, or if an increased number of competitors

were awarded contracts in a specific market, our operating results could be materially and adversely affected.

. . : t o . .
Delays in program expansians or contract changes could negatively impar.'t our business. . .. ..

In any program start-up, expansion, or re-bid, the state’s ablhty to manage the 1mplemenlauon as des:gned may
be affected by factors beyond our control. These include political considerations, network development, contract
appeals membership assignment/allocation for members who do not self-select, and errors irl the bidding process,
as well as difficulties experienced by other private vendors involved in the rmplementauon, such as enroilment

“brokers. Qur business, particularly plans for expansion or increased membership levels, could be negauvely
impacted by these delays or changes. For example, in 2007, we anticipate a significant increase in our business .
related to entering the State of Tennessee. If the State delays or changes the contract terms, including the enrollment
process, marketing rules, or reimbursement rules, our business could be negatively impacted. . ' . a4y’ - 2
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If a state fails to renew its federal waiver application for mandated Medicaid enrollment into managed .
care or such application is denied, our membership in that state will likely decrease.

States may only mandate Medicaid enrollment into managed care under federal waivers or demonstrations.
Waivers and programs under demonstrations are approved for.two-year periods and can be renewed on an ongoing
basis if the state applies. We have no control over this renewal process. If a state does not renew its mandated
program or the federal government denies the state’s application for renewal, our business would suffer as a result of
a likely decrease in*tmembership, :

. . v S ‘ R - T TEPETE PR
We rely on the accuracy of eligibility lists provided by the state government, and in the case of our SNP
members, by the federal government. Inaccuracies in those lists would negatively affect our-results of
operations. - . ' W e ‘ e -

Premium paymcnts' to us are based upon eligibility lists produc'ed by government enrollment data. From
time-to-time, governments require us to reimburse them for premiu'ms paid to us based on an eligibility list that a
government later discovers contains individuals who are not in fact eligible for a government sponsored program or
are eligible for a different premium category ora different program. Alternatively, a govqmﬁlem could fail to pay us
for members for whi‘)m we are entitled to receive payment; Our results of pperatibns would be adversely affected as
a result of such reimbursement to the government if we had made related payments to providers and were unable to
recoup such payments from the providers. ‘ gD S C

Y ' EEETI . B '

If state regulatory agencies retjui‘re a statutory capital level higheér than the state regulations we may be '
required to make additional capital contributions. - o D o

Our ope}ations are conducted through our wholly-owned subsidiaries, which include HMOs and one PHSP.
HMOs and PHSPs are subject to state regulations that, among other things, require the maintenance of minimum
levels of statutory capital, as defined by each state. Additionally, state regulatory agencies may require, at their
discretion, individual regulated entities to'maintain statutory capital levels higher than the state regulations. If this
were to occur to one of our subsidiaries, we may be required to make additional capital contributions to the affected
subsidiary. Any additional capital contribution made to one of the affected subsidiaries could have a material
adverse effect on our liquidity and our ability to grow: i : : S S

Risks related to our business

. ' i i ) e '
Results of our Qui Tam litigation could negatively impact our revenues, profitability and cash flows.

On October 30, 2006, thé jury in the Qui Tam litigation against the Company and AMERIGROUP Illinois, Inc.
returned a verdict in favor of the plaintiffs'in the amount of $48.0 million, which under applicable law will be trebled
to $144.0 million, plus penalties. The jury also found that there were 18,130 false claims. Under the Federal False
Claims Act, false claims carry a penaity of between $5,500 and 51 1,000 per claim. Under the Illinois Whistleblower
aiid Reward and Protection Act, 740 ILC 175/3, false claims carry a penalty of between $5,000 and $10,000 per
claim.

t o . Ao . t oo . . o » y ot

On November 22, 2006, the Court entered a judgment in the amount 'of $48.0 million and we posted an
irrevocable letter of credit in the amount of $50.4 million with the Court to stay the execution of the judgment.

"All parties have filed post trial motions. We-filed motions for 2 new trial and remittitur and for judgment as a
matter of law and the plaintiffs filed motions to treble the civil judgment, impose the maximum fines and penalties

and to assess attorney’s fees, costs and expenses against us.
All of the post-trial motions were timely filed f)y the parties in January and February 2007 *
] ' . R [ . .

On February 20, 2007, the Court heard oral argliments on the i:ost-trial motions. The Court has not yetruled on
the motions, but we expect that a ruling is imminent.. In the event that the Court rules in favor of the plaintiffs’
motions, the Court could enter a judgment against us and-our Illinois subsidiary in an amount up to $524.7 million,
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plus attorneys’ fees, costs and expenses of plaintiffs’ counsel. In the event that the Court denies our motions, we
intend to appeal the judgment to the U.S. Court of Appeals for the Seventh Circuit. -

In order to stay the execution of the judgment of the Court during the pendency of our appeal, we may be
required to establish a supersedeas bond equal to an amount set forth by the Court in its final judgment, plus one year
of interest. We may raise the necessary financing to collateralize a letter of credit in favor of the Court through any
combination of one or more of'the following: (i) borrowing additional amounts under our Credit Agreement;
(ii) using existing unregulated cash and investments; (iii} issuing debt, preferred stock andfor equity securities
(including debt securities or preferred stock convertible into our common equity), under our shelf registration and/
or in one or more public or Rule 144A offerings or privately negotiated transactions; andfor (iv) entering into
additional credit arrangements: If we incur additional debt, it may limit our access to-capital in the future which
could impact our ability to meet statutory net worth requirements in the states in which we do business and limit our
ability to pursue acquisition opportunities or enter new states. Additionally, any new credit arrangement may call for
significant debt service' requirements and have less favorable interest terms than under our curfent Credit
Agreement. Any issuance of equity securities or debt or preferred stock convertible into our equity securities
could have a_material adverse effect on the trading price of our common stock. Depending upon the ultimate
outcome, ‘the*amount of the final judgment against us could negatively impact our liquidity and could cause any

amounts borrowed, or otherwise owed, under the Credit Agreement to become du€ and payable,
.

ln order to ensure avallable funds 1o collateralize a letter of credit for the required supersedeas bond, on
January 19, 2007, we entered into a commitment letter with Goldman Sachs Credit Partners L.P. (GSCP) and

Wachovia Capital Markets, LLC (WCM), for a senior secured credit facility of up to $600.0 million in the aggregate
(the Commitment Letter), Subject to the terms of the Commitment Letter, GSCP and WCM have committed to
provide (i) up to $550.0 million of financing under a senior secured synthetic letter of credit facility (the Synthetic
LC Facility) and (ii) up to $50.0 miilion of financing under a senior secured revolving credit facility (the Revolver
Facility and co]lect:vely with the Symhetlc LC Facility, the Fac:lmes) each with a term of up to five years.

' Should the Facilities be finalized, the pnmary purpose of the Symhenc LC Facility would be 1o collateralize an
irrevocable letter of credit for the supersedeas bond in order to stay the enforcement of the judgment in the event the
Court enters a final judgment in excess of the initial $48.0 million jury verdict entered by the Court on November 2,
2006. The Revolver Facility would be expected to be available to refinance and supercede the Company’s existing
credit facility, for ongoing working capital and general corporate purposes,

The documentation governing the Facilities has not been finalized and the actual terms, amounts and uses of
the Facilities may differ from those described herein. There can be no assurance that we will be able to finalize the
documentation governing the Facilities or that we will be able to satisfy the conditions to close the Facilities. In the
event that we are unable to close the Facilities, no assurance can be given that we would be able to (i) obtain a bond
in a form necessary to stay enforcement of the judgment or (ii) arrange alternative financing necessary to obtain a
bond that would not have a material adverse effect on-our financial position, results of operations or liquidity.

The Commitment Letter conditions the availability of the Facilities on certain customary closing conditions,
including but not limited to (i) the absence of a material adverse change (other than the judgment), (ii) the execution
of satisfactory definitive loan and closing documentation, (iii) timeframe limitations, (iv) the dccuracy of our
representations and warranties at closing, (v) the delivery of certain financial statements, and (vi) our satisfaction of
a maximum leverage ratio and a minimum unrestricted cash balance at closing. .

) .

The loan documents governing the Facilities are expected to contain representations and warranties, financial,
affirmative and negative covenants and events of default as are usual and customary for financings of this kind. Qur
obligations under the Facilities will be secured by a first priority security interest in all of our assets and a pledge of
100% of the capital stock of each of our domestic subsidiaries (other than immaterial subsidiaries) of the Company.

We have not recorded any amounts in the Consolidated Financial Statements for unfavorable outcomes, if any,
resulting from this Qui Tam litigation. There can be no assurances that the ultimate outcome of this matter will not
have a material adverse effect on our financial position, results of operations ot liquidity. If we were to incur
significant losses in connection with the Qui Tam litigation, the Company could fail to meet certain financial
covenants and/or other provisions under its Credit Agreement which would render the Company in default under the
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Credit; Agreement, thereby causing, among other things, any amounts borrowed, or otherwise  owed, under the
Credit Agreement to become due and payable. : S

<. Asaresult of the Qui Tam litigation, it is possible that state or federal governments will subject the Company to
greater regulatory scrutiny, investigation, action, or litigation. We have proactively been.in contact with all of the
insurance and Medicaid regulators in the states in which we operate as well as the Office of the Inspector General of
the Department of Health and Human Services (OIG), with respect to the practices at issue in the Qui Tam litigation.
In connection with our discussions with the OIG we entered into a tolling agreement with the OIG which preserves
the rights that the OIG had as of October 30, 2006 until September 30, 2007. In some circumstances, state or federal
governments may move to exclude a company from contracts as a result of a civil verdict under the False Claims
Act: We dre unable to predict at this time what, if any, further action any state of federal regulators may take.
Exclusion is a discretionary step which we believe would not be commenced, if at all, until all appeals had been
exhatsted. Further, prior to any administrative action or exclusion taking effect, we believe we would have an
opportunity to advocate our position. While the circumstances of this case do not appear to warrant such action,
exclusion from doing businéss with the federal or dny state governments could have a material adverse effect on our
fi;ria‘ncial position, results of operations or liquidity. © o T

.-+ - It is also possible that plaintiffs in other states could bring similar litigation against the Company. While we
believe that the practices at issue in the Qui Tam litigation have not occurred outside of the operations of the
Company’s lllinois subsidiary, a successful verdict in similar litigation in another state could have a material
adverse effect on our financial position, results of operations or liquidity. For more information, sce Part [, Item 3,
Legal Proceedings and Part 1, Item 7, Litigation and Capital Resources. .

o . !

Receipt of inadequate or sigmﬁcdizﬁly delayed premiums would negatively impait our revenues, profitabil-
ity and cash flow. e : R o :

i ' . .

Most of our revenues are generated by premiums consisting of fixed monthly payments per member. These
premiums are fixed by contract, and we are obligated during the contract period 1o facilitate access to healthcare
services as established by the state governments., We have less control over costs related to the provision of
healthcare than we do over our selling, generat and administrative expenses. Historically, our-reported expenses
related to health benefits as a percentage of premium revenue have fluctuated. For example, our expenses related to
health benefits were 81.1%of our premium revenue in 2006, and 84.7% of our premium revenue in 2005. If health
béncfits costs incréase at a higher rate than premium increases, our ‘earnings would be’ impacted negatively. In
addition, if there is a si gnificant delay ini our receipt of premiums to offset.previously incurred health benefits Ccosts
increases, our earnings could be negatively impacted. K e '

Premiums are’contractually .payable to us before or during the month for services that we are obligated to
provide to our members. Our cash flow would be negatively impacted if premium payments are not made according
to contract terms. I eoope NS o . . ' .

e T

Our inability to manage medical costs effectively would reduce our profitability. ., ...

' Our profitability depends, to a significant degree, on our ability to predict and effectivély manage medical
‘39’,;.l_5.‘ C!:‘auflglg_e‘.s,il‘1r _bealt‘hcaré 'regu.lations' and practices, level of use of healthcare services, ' hospital ';:o'sts,
pharmaceutical costs, major epidemics, new medical technologies arid other external factors, including general
economic conditions such as inflation levels or natural disasters, are beyond our control and could reduce our ability
to predict and effectively control the costs of healthcare services. Although we attempt to r'r.lanag'e medical costs
through a variety of techniques, including various payment methods to primary care physicians‘and other providers,
advance ‘approval for hospital services and referral requirements, medical management and quality management
programs, and our information systems and reinsurance arrangements, we may not be able to ‘manage costs
effectively in the future. In addition, new products,-such as SNP, or new markets, such as Georgia or Tennessee,
could pose new and unexpected challenges to effectively manage medical costs: It is possible that there could be an
increase in the yolume or value of appeals for claims previously denied and claims previously paid to non-network
providers will be appealed and subsequently reprocessed at higher amounts. This would result in an adjustment to
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claims ekpensé.-If our costs: for medical services increase, our profits could be reduced or we may:not remain _
profitable. e

"We maintain reinsurance to help protect us against severe or catastrophic'medical €laims, but we can provide
no assurance that such reinsurance coverage will be adequate or ava1lable to us in the future or that the cost of such
reinsurance w1llxnot limit our ablhty to obtain it. - - o :

' B Y . . [ - . Co

Our limited ability to predict our incurred medical expenses accurately has in the past and could in the :
- future matemlly zmpact our reported results ' oo "

e [ [

Our medtcal expenses mclude estlmates of claims that are yet 10 be recelved or incurred but not reported
(IBNR). We es‘tlmate our IBNR medical expenses based on a number of factors, including authorization data, prior
claims experience, maturity of markets, complexity and mix of products and stability of provider networks.
Adjustments, if necessary, are made to medical expenses in the period during which the actual claim costs are
ultimately determined or when underlying assumptions or factors used to estimate IBNR change. In 2006, we
recorded an adjustment to reduce IBNR of approximately $28.7 million related to 2005 and prior periods as a result
of changes in estimate based on actual claims payments through December 31, 2006. This adjustment favorably
impacted our resuits of operations for the year ended December 31, 2006. In addition to using our internal resources,
we utilize the services of independent actuaries who are contracted on a routine basis to calculate and review the
adequacy of our medical liabilities. We cannot be sure that our current or future IBNR estimates are adequate or that
any further adjustments to such IBNR estimates will not harm or benefit our results of operations. Further, our
inability to accurately estimate IBNR may also affect our- ability to'take timely corrective actions; further
exacerbating the extent of the harm on our results, Though we employ our best efforts to estimate our IBNR
at each reportmg date, we can give no assurance that the ultlmate results will not materially differ from our estimates
resultmg in ‘a material increase or decrease in our health benefits expenses in the period such dlfference is
determined. New products, such as SNP, or new markets, such as Georgia or Tennessee, could pose new and
unexpected challenges to effectively. predlct medical costs. . . : .

’ W e s i \ o P
" Our mabtlu‘y:to operate new busmess opportumtres at underwrtrten !evels cau!d have a matena! adverse
e_ffect on our, business. ™ Co ' :

In hnderwntmg new busmess opportuhmes we must estlmate future medical expenses. We utthze a range of
mformauon and develop numerous assumptions. The mforrnanon we use can often include, but is not hmlted to,
htstoncal cost data populatton demographics, experience from other markets, trend assumptions and other general
underwntmg factors. The information we utilize may be inadequate or not apphcable and our assumptions may be
incorrect. If our underwriting estimates are incorrect our cost experience could be materially different than
expected. If costs are higher than expected, our operating results could be adversely affected. - o

“ . N ° " P L] Te St ’

Difficulties in executing our acquisition strategy or integrating acquired business could adversely affect

our business..

Historically, acquisitions including the acquisition of Medicaid'contract rights and related assets of other
health plans, both in our existing service areas and in new markets, have been a significant factor in our growth.
Although we cannot predict our rate of growth as the result of acquisitions with complete accuracy, we believe that
acquisitions smnlar in nature to those we have historically executed will be 1mportant to our growth strategy Many
of the other potennal purchasers of these assets have greater financial resources than we have. In addmon many of
the sellers are interested i in either (1) sellmg, along with their Medicaid assets other assets in which we do not have
an interest; or (2) sellmg their compames including their liabilities, as opposed to just the assets of the ongoing
business. Therefore ‘we cannot be sure ‘that we will be able to complete acquisitions on terms favorable to us or that
we can obtam the necessary f'mancmg for these acquisitions.

1

- We are cun'ently evaluating potential acqmsmons that would increase our membershlp, as well as acqulsmons
of complementary healthcare service businesses. These potential acquisitions are at various stages of consideration
and discussion arid we may enter into letters of intent or other agreements relating to these proposals-at any time.
However,-we cannot predict when or whether we will actually acquire these businesses. - !
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We are generally required-to obtain regulatory approval from one or more state agencies when making
acquisitions. In the case of an acqutsmon of a business located in a state in which we do not currently operate, we
would be required to obtain the necessary licenses to operate in that state. In addition, although we may already
operate in a state in which we acquire a new business, we would be required to obtain the. necessary licenses to
operate in that state. In addition, although we may already operate in a state in which we acquire new business, we
would be required to obtain additional regulatory approval if, as a result of the acquisition, we will operate in an area
of the state in which we did not operate previously. There can be no assuranice that we would be able to comply with
these regulatory requnrements for an acquisition in a ttmely manner, or at all.” L '

Our ex1st1ng credlt facility imposes certain resmcttons on acqu151t10ns We may become subject 10 more
limitations under any future credit facility. We may not be able to meet these restrictions. \

In addition to the difficulties we may face in identifying and consummating acquisitions, we will: also be
requited to integrate our acquisitions with our existing operations. This may include the integration of:-, .
A : S T T

. addmonal employees who are not famlltar ‘with our operatlons '

4 o e

L]
* existing provtder networks which may operate on different terms than our exlstmg networks, -

" v

. e:ustmg members, who' may decide to switch to another healthcare prowder and

¥

. dlsparate tnformatton and record keepmg systems ‘ . A

" 'We may be unable to successfully identify, consummate and integrate future acquisitions, including inte-
grating the acquired businesses on to our technology platform, or to implement our operations strategy in order to
operate acquired businesses profitably. We also may be unable to obtain sufficient additional capital resources for
future acquisitions. Theré cin be no ‘assurarice that i incurring expenses to acquire a business will result in the
acqutsmon being consummated. These expenses could impact our selling, general and administrative expense ratio.
If we are unable to effectively execute our acquisition strategy or integrate acqmred busmesses our future growth
will suffer and our results of operations could be harmed.

i - - (S
ot L T . ' . v NE 1 P

Failure of a new business would negatively impact our results of operations. T

Start-up costs associated with a new busmess can be substantial. For example, in ordef to obtatn a certtﬁcate of
authority and obtain a state contract in most Junsdtctlons we must first establish a pr0v1der network have systems
in place and demonstrate our abtllty to be able to process claims. If we were unsuccessful in obtaining the necessary
license, winning the bid to prov1de servnce or attracting members in numbers sufﬁc:ent to cover our costs, the new
business would fail. We also could be obltgated by the state to continue to provide services for some period of time
w1thout ‘sufficient revenue to cover our ongoing costs or recover stari-up costs. The costs associated with starting up
the busmess could have a sngmﬁcant impact on our results of operattons In addmon if the new busmess does not

operate at underwntten levels, our proﬁtabthty could be harmed.
1

N . . . : . ! ' :
Ineffective management of rapid growth or our inability to grow could negatively affect our results of
operations, financial condition and business.

“We have expenencecl raptd growth. In 1996, we had $22 9 million of prémium revenue. In 2006 ‘we had
$2 795.8 trulhon in pretmum Tevenue. This 1ncrease represents a compounded annual growth rate of’ 61 7%.

- Depending on acqutsmon and other opportumttes we expect to continue to grow rapidly. Contmued growth
could place a significant strain on our management and on other resources. We anticipate that contmued growth, if
any, will requ1re us to continue to recrun 'hire, train and retain a substantial rumber of fiew and hlghly skilled
medical, adtmmstrauve information technology, finance and other support personnel ()ur abtltty to compete
effectively depends upon our ability to implement and i 1mprove operational, financial and managemcnt information
systems on a timely basis and to expand, train, motivate and manage our work force. If we continue to experience
rapid growth, our personnel, systems, procedures and controls may be inadequate to support our operations, and our
management may fail to anticipate adequately all demands that growth will place on our resources. In addition, due
to the initial costs incurred upon the acquisition of new businesses, rapid growth could adversely affect our short-
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term profitability. Our inability to manage growth effectively or our inability to grow could have a negatlve impact

¥ -

on our busmess “operating results and financial condition.-

We are subject to campehtmn that impacts our ability to increase our penetratwn of the markets that we:

serve, o ! o
) ' [ .

We compete for members principally on the basis of size and quality of provider network, benefits provided
and quality of service. We compete with numerous types of competitors, including other kealth plans and traditional
state Medicaid programs that reimburse providers as care is provided. Some of the health plans with which we
compete have substantlally larger enrollments, greater ﬁnanc:lal and other resources and offer a broader scope of
products than we do. : S

While many states mandate health plan enrollment for Medicaid eligible participants including all of those in
which we do business, the programs are voluntary in other states. Subject to limited exceptions:by federally
approved state applications, the federal government requires that there be choice for Medicaid recipients among
managed care programs. Voluntary programs and mandated competition will impact our ability to increase our
market share., .+ . . ) . o

o=

In addition, in most states in which we operate we are not allowed to market directly to potential members, and
therefore, we rely on creating name brand recognition through our community-based programs. Where we have
only recently entered a market or compete with health plans much larger than we are, we may be at a compétitive
disadvantage’unless and until our community-based programs and other promotional activities treate -brand
awareness. ,

et Do - N

- - .

o 1 . . ' . '
Restrictions and covenants in our credit facility could limit our ability to take actions.

On'May 10, 2005, we entered into an amendment to our Credit Agreement, which, among other things,
provides for commitments under our Credit Agreement of $150.0 million and terminates on May 10, 2010. The
Credit Agreement was further amended on November 21, 2006 which provided for an increase in the' aggregate
principal amount of the letter of credit sublimit to $75.0 million. The Credit Agreement contains a provision which
allows us to obtain, subject to certain conditions, an increase in revolving commitments of up to an additional
$50.0 million. The proceeds of the Credit Agreement are available for general corporate purposes, mcludmg,
without llm;tatlon permmed acquisitions of businesses, assets and technologles The borrowmgs under the Credlt
Agreement will accrue interest at one of the following ratés, at our optlon Eurodollar plus the apphcable margin or
an alternate base rate plus the applicable margin. The appllcable margm for'Eurodollar borrowmgs is between
0.875% and | 625% and the applicable margin for alternate base rate borrowmgs is between 0, 00% and 0.75%. The
apphcable margin will vary depending on our leverage ratio. The Credit Agreement is secured by substanually allof
the assets of AMERIGROUP and its wholly-owned subsidiary, PHP Holdmgs Inc., mcludlng the stock of thetr '
respective wholly-owned managed care subsidiaries. There is a commltment fee on the unused portion of the Credlt
Agreement that ranges from 0.20% to 0.325%, depending on our leverage ratio. During the year ended
December 31, 2006, the Company obtained two separate letters of credit through the Credit Agreement. A letter.
of credit for $217,000 was obtained in connection with standard requirements of a lease for office:space for its
New York subsidiary, CarePlus. A letter of credit for $50.4 million’ was obtained in November 2006 for the bénefit
of the clerk of the United States District Court for the Northern District of, Illinois on behalf of the Company and
AMERIGROUP Iinois, In¢. to stay the enforcement of a ]udgment in Qu1 Tarn lmgatlon in the. United States
District Court for the Northern District of Illinois pendmg the resolution of the post trial motions. See Item 3. Legal
Proceedings. As.of December 31, 2006, there were no borrowmgs outstandmg under our Credlt Agreement

Pursuant fo the Credlt Agreement, we must’ meet certain ﬁnanc1al covenants These ﬁnanc1a1 covenants
1nclude meeting cenam financial ratios and limits on cap;tal expendltures and repurchase% of our outstandmg
common [Stock. We belleve we ar¢ m compliance with these ﬁnancml covenants as of December 31 2006 .

Events beyond our control, such as prevailing economic conditions and changes in the competmve environ-
ment, could impair cur operating performance, which could affect our ability to comply with the terms of the Credit
Agreement. Breaching any of the covenants or restrictions could result in the unavailability of the Credit Agreement
of a default under,the Credit Agreement. We can provide rio‘assurance that our assets or cash flows will be'sufficient
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to fully repay outstanding borrowings under the Credit Agreement or that we would be able to restructure such
indebtedness on terms favorable to us. If we were unable to repay, refinance or restructure our indebtedness under
the Credit Agreement, the lenders could proceed against the collateral securing the indebtedness.

In order to ensure available funds to collateralize a letter of credit for the required supersedeas bond, on
January 19, 2007, we entered into a commitment letter with Goldman Sachs Credit Partners L'P. (GSCP) and
Wachovia Capital Markets, LLC (WCM), for a senior secured credit facility of up to $600.0 million in the aggregate
(the Commitment Letter). Subject to the terms of the Commitment Letter, GSCP and WCM have committed 10
provide (i) up to $550.0 million of financing under a senior secured synthetic letter of credit facility (the Synthetic
LC Facility) and (i) up to $50.0 million of financing under a senior secured revolving credit facility (the Revolver
Facility and collectively with the Synthetic LC Facility, the Facilities), each with a term of up to five years,..

The documentation governing ‘the Facilities has not been finalized. The loan dociments governing the
Facilities are expected to contain representations and warranties, financial, affirmative and negative covenants and
events of default. We expect that these representations and warranties, financial, affirmative and neganve covenants
and events of default will bé at least as restrictive as those in the Credit Agreement: In the event that we finalize the
documentation governing the Facilities and thereafter breach any of the representations and warranties, financial,
affirmative and negative covenants contained therein, this could result in the unavailability of the Facilities or a
default under the Facilities. We can provide no assurance that our assets or cash flows will be sufficient to fully
repay any outstanding borrowings under the Facilities or that we would be able to restructure such indebtedness on
terms favorable to us. If we were unable to repay, refinance or restructure our indebtedness under the Facilities, the
lenders could proceed against the collateral securing the indebtedness. This would have a material adverse effect on
our financial position, results of operations or liquidity.

~

Our inability to maintain satisfactory relationships with providers would harm our profitability.

Our profitability depends, in large part, upon our ability to contract on favorable terms with hospitals,
physicians and other healthcare providers. Our provider arrangements with our primary care physicians and
specialists usually are for one- to two-year periods and automatically renew for successive one-year terms, subject
to termination by us for cause based on provider conduct or other appropriate reasons. The contracts generally, may
be canceled by either party upon 90 to 120 days prior writien notice. Our contracts with hospitals are usually for
one- to two-year periods and automatically renew for successive one-year periods, subject to termination for cause
due to provider misconduct or other appropriate reasons. Generally, our hospital contracts may. be canceled by
either party without cause on 90 to 150 days prior written notice. There can be no assurance that we will be able to
continue to renew such contracts or enter into new contracts enabling us to service our members profitably. We will
be required to establish acceptable provider networks prior to entering new markets. Although we have established
long-term relationships with many of our providers, we may be unable to enter into agreements with providers in
new markets on a timely basis or under favorable terms. If we are unable to retain our current provider contracts or
enter into new provnder contracts umely or on favorable terms, our profitability will be harmed '

On occasion, our members obtam care from providers that are not in our network and with whlch we do not
have contracts. To the extent that we know of such instances, we attempt to redirect their care to a network provider.
We have generally reimbursed non-network providers at the rates paid to comparable network providers or at the
applicable rate that the provider could have received under the traditional fee-for-service Medicaid program or at a
discount therefrom. In some instances, we pay non-network providers pursuant to the terms of our contracts with the
state. However, some non- ~network providers have requested that we pay them at their highest billing rate, or “full-
billed charges.” Full-billed charges are significantly more than the amount the non- network providers could
otherwise receive under the tradmonal fee for-service Medicaid program: .

To the extent that non- network prowders are successful in obtaining paymem at rates in excess of the rates that
we have hlstoncally paid to non-network providers, our profitability could be materially adversely affected.,
Neganve pubhary regardmg the mariaged care industry may harm our business and operatmg resuits

In the past the managed care industry has received negative publicity. ThlS publicity has led to 1ncreased
legislation, regulation, review of industry practices and private litigation in the. commercial sector. These factors
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may adversely affect our ability to market our services, require us to change our services and increase the regulatory
burdens under which we operate, further increasing the costs of doing bosiness and adversely affecting our
operating results. . :

We may be subject to claims relating to medical malpractice, which could cause us to incur significant

expenses. ,

Our providers and employees involved it medical care decisions may be exposed to the risk of medical
malpractice claims. Some states have passed or are considering legiskation that permits managed care organizations
to'be held liable for negligent treatment decisions or benefits coverage determinations and or eliminate the
requirement that certain providers carry a minimum amount of professional liability insurance. This kind of
legislation has the effect of shifting the liability for medical decisions or adverse outcomes to the managed care
organization. This could result in substantial damage awards against us and our providers that could exceed the
limits of any appllcable insurance coverage. Therefore, successful malpractlce or tort claims asserted against us, our
providers or our employees could adversely affect our financial condition and profitability.

[

In addition, we may be subject to other litigation that may adversely affect our business or results of operations.

‘We maintain errors and omissions insurancé and such other lines of coverage as we believe are reasonable in light of
our experience to date. However, this insurance may not be sufficient or available at a reasonable cost to protect us
from liabilities that might adversely affect our business or results of operations. Even if any claims brought against
us were unsuccessful or without merit, we would still have to defend ourselves against such claims. -Any such
defenses may be’ time-consuming and costly, and may distract cur management’s attention. As a result we may
incur significant expenses and may be unable to effectively operate our business.

Changes in the number of Medicaid eligibles, or benefits provided to Medicaid eligibles or a change in

mix of Medicaid eligibles could cause our operating results to suffer.

Historically, the number of persons ellglble to receive Medicaid benefits, haq 1ncrcased more rapldly durmg
periods of rising unemployment, corresponding to less favorable general economic conditions. However, during
'such economic downturns, state’ budgets could decrease, causing states to attempt to cut healthcare programs,
benefits and rates. If this were to happen while our ‘membership was increasing, our results of operations could
suffer. Conversely, the aumber of persons eligible to receive Medicaid benefits may grow more slowly or even
decline if economic conditions improve, thereby causing our operating results to suffer. In either case, in the event
that the Company experiences a change in product mix to less profitable product lmes our profitability could be
negatlvely 1mpactecl - :

Changes in SCHIP rules resmctmg eligibility could cause our operating results to sujfer.

“The states in which we operate have expenenced budget deficits in the past In Florida and Texas, lhe rules
governing SCHIP have either recenl]y changed or may change in the near future, to restrict or limit eligibility for
benefits through the imposition'of waiting periods, enrollment caps and/or new or increased co-paymems These
changes in SCHIP eligibility could cause us to experience a net loss in SCHIP membership. If the states in whlch we
operate commue to restrict or limit SCHIP ehgtbxhty, our operatmg resuhs could suffer

Qur inability to integrate, manage and grow our mformauon systems ejfecnvely could disrupt our
operanons ' -

Our operations are significantly dependenl on effecl:ve 1nformal|on Systems. The information gathered and
processed by our information systems assists us in, among other things, monitoring utilization and other cost
fac{ors processing provider claims and providing data to our régulators. ‘Our providers also depend upon our
information systéms for membership verifications, claims status-and other mformatlon

In November 2003, we slgned a software licensing agreement with Trizetto Group Inc. for FACETS. During
2006, we continued to invest in the implementation and testing of FACETS witha staggered conversion to FACETS
by health plan beginning in 2005 and continuing through 2008. As of December 31, 2006, we are processing claims
payments for our Texas and Georgia health plans with dates of service subsequent to October 1, 2005 and
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June 1, 2006, respectively, using FACETS. We estimate that our current primary claims payment system could be at
full capacity within the next 24 months. We currently expect that FACETS will meet our software needs and will
support our long-term growth strategies. However, if we cannot execute a successful system conversion, our
operations could be dnsrupted wh;ch would have a negatwe impact on our proﬁtablhty and our ablllty to grow could
be harmed N Gt d '

T P TR SENRE . ‘ o "

Qur informatién:systems and appllcatlons require continual maintenance, upgrading and enhancement to meet
our operational needs. Moreover, our acquisition activity requires frequent transitions to or from; and the integration
of, various information systems.'We are continually upgrading and expanding our information systems capabilities.
If we experience difficulties with the transition to or from'information systems or are unable to properly maintain or
expand our information systems, we could suffer, among other things, from operational disruptions, loss of existing
members and difficulty in attracting new members, regulatory problems and increases in administrative expenses.
For example, we acquired our New York health plan as of January 1, 2005, that uses TXEN, an information system
that is different from those used by the rest of our business. We expect to continue using this system excluswely for
our New York plan unt11 such time”as the New York subsidiary can be successfully integrated onto FACETS.
Operatmg that system as a separate information system can be expected to increase our costs in the short-term, and
there is no assurance that we,_can effect A seamless transition of the New York plan t¢ our new system. Both the
increased operauonal costs'of this system and any cl1fﬁcultles in conversion to a new system could have a negatwe
impact on our profitability. ' "

. N . N ] L. . . .
el L - L i . ' I

" Acts of terrorism, natural disasters and medical eprdem:cs coula' cause our busmess to suﬁ‘er o
b et

Our proﬁtablhty depends toa stgmﬁcant degree, on our ability to predlct and effectwely manage medlcal
costs If an act or,acts of terrorism or a natural disaster (such as a major humcane) or a medical epidemic were to
occur in markets in Wthh we operate, our business could suffer. The results of terrorist acts or natural dlsasters
could lead to hlgher than expected medical costs, network and information technology disruptions, and other, related
factors beyond our controi, which would cause our business to suffer. A widespread epidemic in a market could
cause a breakdown in.the medical care delivery system which could cause our business to suffer. .
. Tl ik T . ) . o

~

"We are curremly mvolved in litigation, and may become involved in future litigation, which may result in
substannal expense and may divert our attention from our business.

P

We are currently involved in certain legal proceedings and, from time to time, we may be subject to additional
legal claims. We may suffer an unfavorable outcome as a result of one or more claims, resulting in the depletion of
valuable capital to pay defense costs or the costs associated with any resolution of such matters. Depending on the
costs of litigation and the amount and timing of any unfavorable resolution of claims against us, our future results of
operations or cash-ﬂows could be materially adversely affected. | »

: . “In addmon we may be subject to secunt:es class action lmgatlon When the market price of a stock has been
volaule, regardless 'of whether such fluctuations are related to the operating performance of a particular company,
holders of that stock have sometimes initiated securities class action litigation against such company. Any class
-action litigation-against us could cause us to incur substantiat costs, divert the time and attention of our management
and other. resources, or otherwise harm our business. . )
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Itém 1B.’ Unresolved Staff Commenls
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Item 2. I“'Pr.:;pemes ' ‘ T ]
'Ul' LR .o i ' C R o
.+ ‘We do-notrown any real property. We lease office space in Virginia Beach V:rgmla where our primary
headquarters call, claims and data centers are located. We also lease real property in each of the health plan
locations. We are obligated by, various insurance and Medicaid regulatory authorities to have offices in the service

areas where we provide Medicaid benefits. . e -
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Item 3. ‘Légal Proceedings

Tyson

[n 2002, Cleveland A. Tyson, a former employee of our Illinois subsidiary, AMERIGROUP Illinois, Inc., filed
a federal and state Qui Tam or whistleblower action against our Illinois subsidiary. The complaint was captioned the
United States of America and the State of Illinois, ex rel.; Cleveland A. Tysen v. AMERIGROUP Illinois, Inc. The
complaint was filed in the U.S. District Court for the Northern District of Illinois, Eastern Division. It alleged that
AMERIGROUP lllinois, Inc. submitted false claims under the Medicaid program. Mr. Tyson’s first amended
complaint was unsealed and served on AMERIGROUP Illinois, Inc., in June 2003, Therein, Mr. Tyson alleged that
AMERIGROUP Illinois, Inc. maintained a scheme to discourage or avoid the enrollment into the health plan of
pregnant women and other recipients with special needs. In his suit, Mr. Tyson seeks statutory. penaltles and an
unspecified amount of damages, which would be trebled under the Falsé Claims Act.. ., .

In March 2005, the Court allowed the State of Illinois to intervene. In June 2005, Plaintiffs weré'allowed to
amend their complaint to add AMERIGROUP Corporation as a party. In the third amended complaint, lhe Plamtlffs
alleged that AMERIGROUP Corporation was liable as the alter-ego of AMERIGROUP Tlinois, Inc. and that
AMERIGROUP Corporation was liable for making false claims or causing false claims to be made In
October 2005, the Court allowed the United States of America to intervene.

Fact discovery concluded on August 17, 2006. The trial began on October 4, 2006, and the case was submitted
to the jury onOctober 27, 2006. On October 30, 2006, the jury returned a verdict against AMERIGROUP
Corporation and AMERIGROUP Illinois, Inc. in the amount of $48.0 million, which under applicable law will be
trebled to $144.0 million, plus penalties. The jury also found that there were 18,130 false claims. The $tatutory
penalties allowable under the False Claims Act range between $5,500 and $11,000 per false claim.-The statutory
penalties allowable under the Mlinois Whlstleblower Reward and Protection Act 740 ILC 175/3, range between
$5,000 and $10,000 per false claim. A
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On November 2, 2006, the Court entered a judgment in the amount of $48.0 million and we posted. an
irrevocable letter of credit in the amount of $50.4 million with the Court to stay the execution of the judgment.

All parties have filed post-trial motions. We filed motions for a new trial and remittitur and for judgment as a
matter of law and the plaintiffs filed motions to treble the civil judgment, impose thé maximurh finés and penalties
and to assess attorney’s fees, costs and expenses against us,

All of the post-trial motions were timely filed by the parties in January and February 2007.” - e -

. ST
On February 20, 2007, the Court heard oral arguments on the post-triat mations, The Court has not yet ruled on
the motions, but we expect that a ruling is imminent. In the event that the Court rules in favor of the plaintiffs
motions, the Court could enter a judgment against us and our Illinois subsidiary in an amount up to $524.7 million,
plus attorneys’ fees, costs and expenses of Tyson’s counsel, In the event that the Court denies our motlons we 1ntend
to appeal the judgment to the U.S. Court of Appeals for the Seventh Clrcmt -

Code

In order to stay the execution of the judgment of the Court during the pendency of our appeal, we may be
required to establish a supersedeas bond equal to an amount set forth by the Court in its final judgment, plus one year
of interest. We may raise the necessary financing to collateralize a letter of credit in favor of the Court through any
combination of one or more of the following: (i) borrowing additional amounts under our Credit Agreement;
(ii) using existing unregulated cash and investments; (iii) issuing debt, preferred stock and/or equity securities
(including debt securities or preferred stock convertible into our common equity), under our shelf registration and/
or in one or more public or Rule 144A offerings or privately negotiated transactions; and/or (iv) entering into
additional credit arrangements, Tf we incur additional debt, it may limit our access to capital in the future which
could impact our ability to meet statutory net worth requirements in the states in which we do business and limit our
ability to pursue acquisition opportunities or enter new states. Additionally, any new credit arrangement may call for
significant debt service requirements and have less favorable interest terms than under our current-Credit
Agreement. Any issuance of equity securities or debt or preferred stock convertible into our equity securities
could have a material adverse effect on the trading price of ocur common stock. Depending upen the ultimate
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outcome; the amount of the final judgment against us could negatively impact.our.liquidity and could cause any
amounts borrowed; or otherwise-owed-, under the Credit Agreement to become: due;and payable. - .., o
b e - ! [ B L * A A BT ve T ey LN ll 7 \} l? 1

"t To date, the Court has riot determined the amount of the statutory penalties. AMERIGROUP-Corporation and
AMERIGROUP lilinois, Inc. believe that there is a basis for the jury verdict to'be set aside or reversed on-appeal,
either resulting in a judgment in our favor orin a new trial. Accordingly, we believe that it is reasonably possible that
damages may range from zero to $524.7 million, plus the reasonable attorney’s fees, expénses and costs of Tyson's

CQunse] ‘, » I'Z e e _,_A‘ " . . \ v‘_,':-_: .-.,J-”' 'J.“. L P By -, ‘

Although it'is p0551ble that the ultlmate outcome of the Qui Tam lmganon will’ not be favorable to us, the
amount of loss, 1f any, is uncertin. Accordmgly, we have not recorded any arhounts in the Consolidated Financial
Statements for unfavorable outcomes; if any It is possible that the ultimate ‘olitcome of this’ matterlwdl have a
material adverse efféct on our ﬁnanmal posmon , results of operations or llqu1d1ty If We were to inur 51gn1ﬁcant
losses in connection with the Qui Tam llttgatron the Company could fail to meet certain financial covenants” and/or
othér provisions under its Credit Agreement which would render the Coimpany in default’ under the “Credit
Agreement, thereby causing, among other thmgs any -amounts borrowed or otherw1se owed under the Crecht

Agreernent to become ’due and payable 7 wrte ] e
o ¢ N J ol B T BN ¥ LA Jd e rg..'"il‘

As a result of the Qun Tam litigation; 1t is possrble that state or federal governments will subject the Company to
greater regulatory scrutiny, investigation, .action;.or litigation. Wehave proactively been in contact with all ofthe
insurance and Medicaid regulators in the states in which we operate as-well as the Office of the Inspector General of
the Department of Health and Human Services (OIG), with respect to the practices'at issue in the Qui Tam litigation.
In connection with our discussions with the O1G we entered into a tolling agreement with the O1G Wl’llCh  preserves
the rights that thé OIG had as of October 30, 2006 untit September 30 2007. In sorne elrcumstances state or federa]
governments may move to exclude a company from comracts asa result of a cml verdlct under the False Ciatms

Exclus1on is a discretionary step which we beheve would not be commenced, if at all, until all appeals had' been
exhausted. Further, prior to any administrative action or exclusion takmg effect, we believe we would have an
opportunity to advocate our position. While the ciréumstances of this ¢ase do not appear to"Warrant'suchractios,
exclusion from doing business with the federal or any state governments could have a material adverse effect on our
financial position, results of operations or liquidity. )

It is also possible that plaintiffs in other states could bring similar litigation"bagainst'?th'e Compbiny- While We
believe that the practices at issue in the Qui Tam litigation have. not occurred outside of the operations of the
Company’s lllinois subsidiary, a successtul verdict in similar 11[1gat1on in another state could have a matenal
adverse effect on our ﬁnanelal posmon results of operatlons or hqu1d:ty -

Class Actton Camplamts ’ H H :
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Begmnmg .on: October. 3,. 2005, five purported class .action complamts {the Actions) were filed in, the

"United States District Court for the Eastern District of Virginia on behalf of persons who acquired our common

stock between Apnl 27,2005 and September 28, 2005. "The Actions purported to allege claims against us and certam
of our officers for alleged violations of Sections 10(b) 20(a), 20(A) and Ruile 10b-5 of the Securitiés Exchange Act
of 1934. On January 10, 2006, the Court issued an order (i) consolidating the Actions; (i) setting Illinois State
Board of Investriient v. AMERIGROUP Corp., et al.; Civil Action No. 2:05-cv-701 as lead case for purposes of trial
and all pretrial proceedings; (iii) appointing Illinois Staté Board of Investment (ISBI) as Lead Plaintiff and its choice
of counse! as Lead Counsel; and (1v) ordenng that Lead Plaintiff fite a Consolidated Amended Complaint (CAC) by

February 24, 2006. . S - RO

OnFebruary 24; 2006, ISBI filed the CAC, which purports to‘allege claims on behalf of all persons or éntities
who purchased our common stock from February 16, 2005 through September 28, 2005. The CAC asserts claims for

.alleged violations of Sections 10(b), 20(a), 20(A}) and Rule 10b-5 of the Securities .Exchange Act of 1934 agamst

defendants AMERIGROUP Corporauon JeffreyL MeWaters, James G. Carlson E Paul Dunn,, Jr, and Kathleen
K. TO[h . s :
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- On October 25, 2006, the Company reached an agreerent in principle to resolve the Actions by executing a
memorandum of understanding (the MOU) with the Lead Plaintiff. Under the terms of the MOU, a settlement fund
of $5.0 million in cash was created by the Company’s insurance carrier to resolve all class claims against the
Company. All claims asserted against the individuals named in the lawsuit have been dismissed. Accordingly, the
Company is the only remaining defendant. On November 13, 2006, the Company and the Lead Plaintiff executed
and filed the definitive settlement agreement with the Court. The definitive settlement agreement received approval
by the Court on February 3, 2007. -

In a letter dated March 28, 2006, a purported shareholder of the Company demanded that the Board commence
legal proceedings against each member of the Board and senior officer of the Company who has served in such
capacities at any point from April 2005 to March 28, 2006. The letter, which stated that it was intended to comply
with the requirements of a “Shareho!der Demand Letter” pursuant to Virginia Code Ann. §13.1 -672 and Del. Ch. C1.
R.23.1 » alleges that the Board and senior officers breached their fiduciary duties to the Company, mcludmg the duty
of loyalty and due care, by (i) causing the Company to engage in unlawful conduct or failing to properly oversee the
Company’s press releases and internal controls to prevent such misconduct; (ii} causing the Company to issue false
and misleading statements; and (iii} exposing the Company to potential liability for the forégoing violations. As
described in the letter, the purported sharcholder believes that the legal proceedings should seek recovery of
damages in an unspecified amount allegedly sustained by the Company, as well as disgoréement by certain
members of the Board and senior officers to the Company of salaries and bonuses received by them from April 2005
to the present. The letter further demands an investigation into the circumstances surrounding the resignations of
E. Paul Dunn, Jr. and Frederick C. Dunlap and the fairness of the terms of the Separation Agreement and General
Release entered into between the Company and Mr, Dunn.

A copy of the letter was forwarded to the Board of Drrectors for their review and action. The Board has retained
independent counsel to review this matter. There can be no assurance that the purported shareho]der will not further
pursue his alleganons or that any pursurt of any such allegatrons would not have a matenal adverse effect on the
Company.’

Item 4. ,__‘Submission of Matters to a Vote of Security Hofders .

¥

Norne.

Executive Officers of the Company

Our executive officers, their ages and positions as of February 15, 2007, are as follows:

Jeffrey L. McWaters ........ T 50 Chairman and Chief Executive Officer

James G. Carlson ................. " 54 President and Chief Operating Officer

James W. Truess . . ................ 41 Executive Vice President, Chief Financial Officer
Stanley F. Baldwin ™., . .......... L .. 58 Executive Vice President, General Counsel and Secretary
Catherine S. Callahan .. ..... “....%. 49 - Executive Vice President, Associate Services ‘-

Nancy L. Grden .. ... P ......." 55 Executive Vice President and Chief Marketmg Officer
William T. Keena . . . .. . R .47 Executlve Vice President, Support Operatlons

Steven B. Larsen............... ... 47 Executive: Vice President, Health Plan Operatrons
JohnE.Littel ............. T 42  Executive Vice President, External Affairs

Margaret M. Roomsburg . .. . .. ...... 47 Senior Vice President and Chief Accounting Officer
Leon ALRoot, Jr. ... ............. 53 Executive Vice President and Chief Information Officer '
Richard. C. Zoretic. . . . .. e . 48 Executive Vice President, Health Plan Operations and

. Healthcare Delivery Systems

“-Jeffrey L. McWaters has been Chairman and Chief Executive Officer since he founded the Company in
December1994. Mr. McWaters has more than 27 years of experience in the managed héalthcare industry.
" Mr. McWaters 15 a member of the Board of Visitors of the College of William and Mary, a director of America’s
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Health Insurance Plans (AHIP), and a member of the New York Stock Exchange Listed Companies Advisory
Board.

. ta .'1"1'- ' N : ' ‘l "l’ '“‘..‘.n.‘ ‘.‘ o

James G Carlsan Jomed us as our President and Chief Operating Ofﬁcer in April 2003. Prior to.joining us,

Mr. Carlson co-founded Workscape Inc. in 1999, a privately held provider of beneﬁts and workforce _management
solutions, 'for which he also served as Chief Executive Ofﬁcer and a Dlrector L

James W. Truess joined us in July 2006 as Executive Vice President and Chief Financial Officer. Prior to
joining AMERIGROUP, M. Truess served as Executive Vice President, Chief Financial Officer and Treasurer of
Group Health Cooperative from 2000 to 2006. From 1997 to 2000 he-was Vice President, Chlef Fmancml Officer
and Treasurer of Group Health Cooperatwe Mr. Truess-is a CFA charterholder. ' ¢ "

AT 1‘_".0. . D LN T .

Stanley F. Baldwin joined us in 1997 and serves as our Executive Vice President, Géneral Counsel and
Secretary. Mr. Baldwin is licensed. to practice law in, Virginia, Tennessee-and Texas. e

Catherine S. Callahan joined us in 1999 and serves as our Executive Vice President, Associate Services,

Nancy L. Grden joined us in 2001 and serves as our Executive Vice President and Chief Marketing Officer.
Prior to'joining us, Ms. Grden served as President.and Founder of Avenir, LLC, a consulting firm'specializing in
new ventures, and as Chief Executive Officer for Lifescape, LLC, a web-based workplace services company, from
1998 to 2000.

William T. Keena joined us in April 2006 and serves as our Executive Vice President, Support Operations.
From August 2005 to April 2006 Mr. Keena was a consultant for Accenture. Prior to that, Mr. Keena served as
Senior Vice President for Concentra, Inc. from January 2004 to October 2004 and as Senior Vice Pre's‘ident Health

1

Plan Operatmns for Wellcare Healthplan, Inc: from 2002 to 2003. : o
Steven B. Larsen was appointed Senior Vice President, Health Plan Operatlons in May 200S5.and promoted to
Executive Vice President, Health Plan Operations in February 2006. He, also continues to serve as the Chief
Executive Officer of AMERIGROUP Maryland, Inc, our Maryiand subsidiary, a position which he has held since
June 2004. From June 2004 through May 2005, he also served as, the President of AMERIGROUP Maryland Inc.
Prior to joining us, Mr. Larsen was a partner with Saul Ewmg, LLP from September 2003 through Jurie 2004.From
June 1997 through May 2003, he served as the Insurance Commlssmner for the Maryland Insurance Administration.
On February 16, 2007, Mr. Larsen accepted the nomination as Chairman of the Maryland Publlc Service
Comimission and submitted his res:gnatlon to be effectiveMarch 3,:2007. 4 " et e
. P FHE A Y T Wy T '
John E. Littel joined us in 2001 and serves as our Executive Vice, Pre51dent External Affalrs ,Mr. Liteel is
licensed to practice law in the State of Pennsylvama e, o, e Tl B At

Margaret M. Roomsburg joined us in 1996 and has served as Controller since 1999. Effective
February 1, 2007, Ms. Roomsburg was named Senior Vice President and Chief Accounting Officer. Ms. Roomsburg
is a certified public accountant.

Leon A. Root, Jr. joined us in May 2002 as a Senior Vice President and has served as our Executive Vice
President and Chief Information Officer since June 2003. From 2001 to 2002, Mr. Root served as Senior Vice
President and Chief Information Officer at Medunite, Inc., a private e-conumerce company.

Richard C. Zoretic was named Executive Vice President, Health Plan Operations in November 2005. He
previously held the position of Chief Marketing Officer with the Company beginning in September 2003. Before
joining us, Mr. Zoretic served as Senior Vice President of network operations and distributions at CEGNA' Dental
Health from February 2003. From November 2001 to February 2003, Mr. Zoretic worked as a senior manager for
Deloitte Consulting’s global management consulting practice, specializing in the health plan segment.
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PART II.

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of
Eqmry Securities ' :

Our common stock has becn listed on the New York Stock Exchange {(NYSE) under the symbol “AGP” since
January 3, 2003. From November 6, 2001 until January 2, 2003, our common stock was quoted on the NASDAQ
National Market under the symbol “AMGP.” Prior to November 6, 2001, there was no public market for our
common stock.

On December 14, 2004, we announced a two-for-one split of our common stock. The stock split was in the
form of a one hundred percent stock dividend of one share of common stock for every share of common stock issued
and outstanding. The stock dividend was distributed on January 18, 2005, to our shareholders of record on
December 31, 2004, o .

4

The following table sets forth the range of high and low sales prices for our common stock for the period
indicated.

_Migh — _low
2005 C e ‘
First quarter . . .. .. .. i e e $43.69 . $34.75
Second quarter . . . .. RN . e e e - 40.81 3092
Third quarter . .. ... ... . 49.30 18.53
Fourth quarter. . .. .. ... . e e 19.99 14.60
2006 g ,

. Firstquarter ... ..o B $2331  $18.84
Secondquaner'....................; ..... P 32.69 20.30
Third QUAMET .. ...\ oo et [ T 3307 2740
Fourthquarter. ... ................. ..... N e e ween 3015 27.87
December 31, 2006 Closing Sales Price ....:..... ... ........... .. '$35.89

On February 21, 2007, the last réponed sales pi'icé of our common stock was $36.00 per share as reported on
the NYSE. As of February 21, 2007, we had 45 shareholders of rccord.

. We have never declared or paid any cash dividends on-our common stock, We currently anticipate that we will
tetain any future earnings for the development and operation of our business. Also, under the terms of our credit
facility, we are limited in the amount of dividends that we may pay to our stockholders without the consent of our
lenders, Accordingly, we do not anticipate declaring or paying any cash dividends in the foreseeable future,

In addition, our ability to pay dividends is dependent on cash dividends from our subsidiaries. State insurance
and -Medicaid regulations limit the ability of our subsidiaries to pay dividends to us.




Performance Graph ok
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The following line graph compares the cumulative total stockholder return on our common stock against the
cumulative total return of the Standard & Poor’s Corporation Composite. 500 Index (the “S&P 500™) and a peer

group index for the period from January 1, 2002 to December 31, 2006. The graph assumes an initial investment of
$100 in- AMERIGROUP common stock and in each of the indices.

The Current Year Peers index con51sts of Centene Corp. (CNC) Coventry Health Care Inc. (CVH) Hedlth Net
Inc. (HNT), Humana Inc. (HUM), Magellan Health Services Inc. (MGLN), Molina Healthcare Inc. (MOH),
Pacificare Health Systems (PHS), Sierra Health Services (SIE), Wellcare Health Plans Inc. (WCG), and Wellchoice
Inc. (WC). Due to United Health Group, Inc.’s acquisition of PHS, PHS ceased trading on the NYSE as of
December 21, 2005. Due to WellPoint Inc.'s acquisition of WC, WC ceased trading on the NYSE on December 28,
2005. Both of these peers have been removed from the peer index on the day the stock ceased trading. The Company
is not included in the peer group index. In calculating the cumulative total stockholder return of the peer group

index, the returns of each of the peer group companies have been wei ghted according to their relative stock market
capttallzatlons

: a

$600 .
- —a— AGP
. 500 ' _ A A S
7 . —&— Peers / ‘ ) )
N 1 a : + B ' T soat el
* $400 —m— 58P 500 . - = e
$300 : /\ //"
$200 : : ‘ :
— ~
$100 - —= % -
30 + + — - - + —
. 01!0_[/02 1_2!31/02 _12/3]/03 12/31/04 12131405 12/31/06 '
Value of $100 Invested Over Past 5 Yetnfs L
_ | 01/01/02 12/31/02 12/31/03 12/31/04 | -12/31/05 | 12/31/06
—— AGP $100.00 | $137.10 | $193.03 | $342.35 | $176.11 | $324.80
—a— Peers | $100.00 | $121.04 | $238.26 | $353.22 | $544.49 | $544.74
—=— S&P 500 | $100.00 | $ 75.50 | $ 95.13 | $103.16 | $107.12 $l2l.?1

45



Item 6. Selected Financial Data

The following selected consolidated financial data should be read in connection with the consolidited financial
statements and related notes andManagement’s Discussion.and Analysis of Financial Condition-and Results of
Operations appearing elsewhere in this Form 10:K. Selected financial data as of and for each of the years in the five-
year period ended December 31, 2006 are derived from our consolidated financial statements, which have been
audited by KPMG LLP, independent registered public accountmg firm. All share and per share amounts included in
the following consolidated financial data havc been retroactlvely adjusted to reflect the two- for-one stock spllt
effective January 18, 2005. ) . -, . .
. ' L ‘ A ,‘ ’ Years Ended December 31, l L
. o ’ 2006 ., 2005 2004 2003 2002
(Dollars in thousands, except per share data) ' ,

Income Statement I}ata: . o

. . r
. . . L
. ' . . ’ B . (R

Revenues: D P TR L, - , : . e e,
Premium . ..................... $ 2795810 $ 2,311,599 % 1,813,391 § 1,615,508 $ 1,152,636
Investment income and other ....... 39,279 18,310 10,340 6,726 + 8,026

Total revenues . ........... L... 2835089 2329909 1,823,731 1,622,234 ' 1,160,662

Expenses: - ‘

Health benefits. . .. ........... .. 2,266,017 1,957,196 1,469,097  1,295900 - 933,591
Selling, general and administrative’. . . 369,896 258,446 191,915 186,856 133 409
Depreciation and amortization ... ... 25,486 . 26,948 20,750, . 23,650 , 13,149
Interest . ................. e - 608 608 731 . 1,913 791
Total expenses .. .......:... o , 2,662,007 2,243,198 1,682,493 1,508,319 1,080,940
income before income taxes . .. ... 173,08% - 86,711 141,238 113,915 79.722
Income tax expense . ......... ool 65,976 _ 33,060 55,224 46,591 32,686
Net income ........... e, $ 107,106 $ " 53,651 $ 86,014 § 67,324 § 47,036

Basic net income per share .......... $ 207 $ 1.05 5-5 - 173 % 1.56 $ 1.17

Weighted average number of shares o .
outstanding .. .................. 51,863,999 51,213,589 49,721,945 43,245408 40,355,456

Diluted net income per share . +....... 3 202 % 1.02 § . 166 § 148 § 1.10

Weighted average number of common
shares and dilutive potential common S _ _
shares outstanding .. ....... LA 53,082,933 - 52,857,682 51,837,579 45,603,300 42,938,844

’ December 31,
v 2006 ... 2005 2004 2003 . 2002

. (Dollars in thousands)
Balance Sheet Data:
Cash and cash equivalents and short

and long-term investments . ....... $ 776,273 § 587,106 $612,059 $535103 $ 306,935
Total assets . .......oerennnnnnn 1,345,693 1,093,588 919,850 826,021 578,484
Long-termdebt . ................. R —_— — — 50,000
Total liabilities. . . ................ 577,110 452,034 351,138 364,307 339,103
Stockholders’ equity. . ....... EEREEE 768,585 641,554 568,712 461,714 239,381
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Item 7. . Manragement’s Discussion and Analysrs of Financial Condition and Results of Operatwns

PR ot . . LI B

Overwew

We are a multi-state managed healthcare company focused on serving people who receive healthcare benefits
through publicly sponsored programs, including Medicaid, SCHIP, FamilyCare and SNP. We were founded in
December 1994 with the objective of becoming the leading managed care orgamzanon in the U.8. focused on
serving people who receive these types of benefits. After over a decade of operatlons we continue to believe that
managed healthcare remams the only proven mechamsm that significantly reduees medical costs, helps our
government partners control their costs, and improves health outcomes for those reeelvmg these types, of benefits.

Revenue Growth in 2006 4 : . e r
+ Lt

We cont1nued to increase our membershlp ach1ev1ng total membershlp growth of 187 000 members or 16 6%
to 1,316,000 members at December 31, 2006. Premium revenues increased approximately $484.2 million or 20.9%.
Our largest single source of growth resulted from entry into the State of Georgia, Effective June 1, 2006, Georgia
implemented a statewide Medicaid managed care program and AMERIGROUP through its submdrary AMGP
Georgia Managed Care Company, Inc., began serving four of the state’s six regions, including Atlanta. This
represents approximately 43% of our premium revenue growth for the year ended December 31, 2006. Addltnonally,
we began operating 4s a-SNP in our Houston, Texas market on January 1, 2006, offering managed healthcare
services to the dual eligible population. This represents approximately 20.0% of our revenue growth for'the year
ended December 31, 2006. Our remaining 37% of premium revenue growth is a result of organic growth in'our
existing markets as a result- of premium rate increases which averaged approximately 5:9%. This growth was
partially offset by our exit from the State of Illinois effective July 31, 2006, and declining enrollment in Florida and
New York that'we believe was caused by administrative or legislative issues that both. states are attempting to
address. Additionally, as a result of provrder network changes our New Jersey enrollment has declined.

Other growth 1ncludes ln Texas, our largest state, we added operations in a ﬁfth local, market — Corpus
Christi — to the STAR program, which serves Medicaid mothers and children. In the STAR+PLUS program, which
serves people with long-term illnesses or disabilities, we secured two new local markets, Austin and San Antonio,
which began operations in February 2007. We also began serving Medicaid mothers and children in Dayton Ohio
and anticipate that we will have the opportunity to serve people with-long-term disabilities in Cincinnati in 2007. In
Virginia, we expanded our service area for Medicaid mothers and children. into. the outer suburbs of

Washington, D.C. In Florida, we .were selected to participate in a state Medicaid reform program in Broward

County

- Additionally, the premium revenue for the year-ended December 31, 2006 was lmpacted by a net favorable
prior period revenue adjustment totaling $1.7 million resulting from various premium recoupment issues in several
of our markets. Net-of the reldted income tax effect, net income increased approximately $1.0 million or $0.02 per
diluted share for the year ended December 31, 2006 as a result of this net favorable prior period revenue adjustment.

be o C . . . S Dl N
Opportunities for Future Growth o o ‘ '

We anticipate growth in 2007 as a result of several key drivers. In Maryland, we w1ll begm operatmg our
Company’s second SNP, effective J anuary 1, 2007, In 2006 the State of Tennessee chose AMERIGROUP through
its subsidiary AMER]GROUP Tennessee Inc., as one of two compames to partrcnpate in lts restructured TennCare
program. We, antrclpate that our operatlons in Tennessee will commenceé in. mld—200’] w:th approxlmately 150 000
members. FE Cog

" We are also in advanced negotiations to begin operations in two other states. We are working with the State of
South Carolina to begin serving Medicaid mothers and children in the Greenville-Spartanburg area. We are also
working w1th the State of New Mexico to serve people with long -term 1llnesses and d1sab111t1es there

v e [T

We-can make no assurance that these efforts will result in new bus1ness for.us or rf that new busmess will be
favorable to our results of operations or financial condition. e T Y
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As of December 31, 2006 approximately 38% of our current membership has resulted from ten acquisitions.
We periodically evaluate acquisition opportunities to determine if they meet our return metrics. We contmue to
believe acquisitions will be an important part of our long -term growth strategy.

Status of Qui Tam ngatwn

On October 30, 2006, the jury in the Qui Tam lmgatlon against the Company and AMER]GROUP Ilhncus Inc.
returned a verdict in favor of the plaintiffs in the amount of $48.0 million, which, under applicable law will be
trebled to $144.0 million, plus pénalties. The jury also found that there were 18,130 false claims. Under the Federal
False Claims Act, false claims carry a penalty of between $5,500 and $11,000 per claim. Under the Illinois
Whistleblower and Reward and Protection Act, 740 ILC 175/3, false claims carry a penalty of between $5,000 and
$10,000 per claim. To date, the Court has not determined the amount of the statutory penalties. We timely filed
motions for a new trial and for judgment notwithstanding the verdict, On February 20, 2007, the Court heard oral
arguments on all post-trial motions. The Court has not yet ruled on the motions, but we expect that a ruling is
imminent. In the event that the Court rules-in favor of the plaintiffs motions, the Court could- entera judgment
against us in an amoint up to $524.7 million, plus attorneys’ fees, costs and expenses of Tyson’s counsel. In the
event that our motions are denied, we intend to appeal the judgment to the U S. Court of Appeals for the Seventh
Circuit,

In order to stay the executlon of the judgment of the Court during the pendency of our appeal we may be
required to establish a superscdcas bond equal to an amount set forth by the Court in its final judgment, plus one year
of interest. We may raise the necessary financing to collateralize a letter of credit in favor of the ‘Court through any
combination of one or more of the following: (i) borrowing additional amounts under our Credit Agreement;
(ii) using existing unregulated cash and investments; (iii) issuing debt, preferred stock and/or equity securities
(mcludmg debt securities or preferred stock convertible into our common equity), under. our shelf registration
and/or in one or more public or Rule 144A offerings or privately negotiated transactions; and/or (iv) entering into
additional credit arrangements. If we incur additional debt, it may limit our access 1o capital in the future which
could impact our ability to meet statutory net worth requirements in the states in which we do business and limit our
ability to pursue acquisition opportunities or enter new states. Additionally, any new credit arrangements may call
for significant debt service requirements and have less favorable interest terms than under our current Credit
Agreement. Any issuance of equity securities or debt or preferred stock convertible into our equity securities could
have a material adverse effect on the trading price of our common stock, Depénding upon the ultimate outcome, the
amount of the final judgment against us could negatively impact our liquidity and could cause any amounts
borrowed, or otherwise owed, under the Credlt Agreement to become due and payable.

Although it is possible that the ultimate outcome of the Qui Tam litigation will not be favorable to us, the
amount of a loss, if any, is uncertain. Accordingly, we have not recorded any amounts in the Consolidated Financial
Statements for unfavorable outcomes, if any. It is possible that the ultimate outcome of this matter will have a
material adverse effect on our financial position, results of operations or liquidity. If we were to incur significant
losses in connection with the Qui Tam litigation, the Company could fail to meet certain financial covenants and/or
other. provisions under its Credit Agreement which would render the Company. in default under the Credit
Agreement, thereby causing, among other things, any amounts borrowed, or otherwise owed, under the Credit
Agreement 10 become due and payable.

As‘aresult of the Qui Tam litigation, it is possible that state or federal governments will subject the Company to
a greater regulatory scrutiny, investigation, action, or litigation. We have been proactively in contact with all of the
insurance and Medicaid régulators in the states in which we operate as well as the Office of the Inspector General of
the Department of Health and Human Services (OIG), with respect to the practices at issue in the Qui Tam litigation.
In connection with our discussions with the OlG we entered into a tolling agreement with the OIG which preserves
the rights that.the O1G had as of October 30, 2006 until September 30, 2007. In some circumstances, state or federal
governments may move to exclude a company from contacts as aresult of a civil verdict under the False Claims Act.
We are unable to predict at this time what, if any, further action any state of federal regulators may take. Exclusion is
a discretionary step which we believe would not be commenced, if at all, until all appeals had been exhausted.
Further, prior to any administrative action or exclusion taking effcct we believe we would have an opportunity to
advocate our position. While the circumstances of this case do not appear to warrant such action, exclusmn from
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doing business with the federal or’any state governments could have a material adverse effect on our financial
position, results of operations or liquidity. - . )

It is'also possible that plaintiffs in other states could bring similar litigation against the Company. While we
believe that the practices at issue in the Qui Tam litigation have not occurred outside of the operations of the
Company’s Illiriois subsndlary, a successful verdict in similar litigation in another state could have a material
adverse effect on our financial position, results of operations or liguidity. o .

Operating Costs N o | N
Lt | ) '

" Health Beneﬁts

The following table reconciles the reported Health Beneﬁts Ratio (HBR) to recast HBR, which reflects the
1mpact of net out of penod amounts including adjustments through December 31, 2006, relating to premium
revenues and health. benefits expenses for the years ended December 31, 2006 and 2005

i

Years Fnded Decernber 31

2006 - 2005
Reported premium reveﬁues ..... T, S e - $2,795,810 $2 311,599

. Reported health benefits expenses .............. . $2,266,0_17 $1, 957, 196
Reported HBR.. . . . .. 81.1% , . 847%‘!
Reported Premium TEVERUES . . . .. ovvvtvngr oo oeetnene e 2,795,810 $2,311,599
Less Pnor period premlum revenues adjustmems .................. (1,699) ( 1 624)

: ’Recast PREMUUM TEVETIUES . v v v o v e e e e v eeaen e aaraoeeae s $2,794.111, %2, 309 975
Reported health beneﬁts expenses . ...... R .. $2266,017 ' $1,957,196
Plus (less): Prior perlod health benefits expense developments, net . . ... . 28,675 (37,508)
Recast health benefits expenses ... ... FE PP $2,294,692  $1,919,688

‘Recast HBR ......... T [ DI L 821% 83.1%

HBR on a recast basis decreased from 83.1% for the year ended December 31, 2005 to 82.1% for the year
ended December 31, 2006. This is primarily a result of premium rate increases averaging 5.9% across all markets
which was in excess of medical trend. These rate increases are a result of negotiations with our governmeit partners.
Additionally, the commencement of operations of our SNP, product.in.our Houston, Texas market beginning
January 1; 2006 resulted in improvement in the HBR. During the year énded December 31,,2006, health benefits
expenses were reduced by approxnmately $28.7 million as a result of changes in our estimates of claims payable for
prior periods. Net of the related tax impact, net income mcreased approximately $17.6 million or $0.33 per diluted
share as a result of this favorable prior period development The changes in estimates were a result of actuarial
analysis of actual claims pald for dates of service for December 31, 2005 and prior. This decrease in claims payable
is reflected in the above table as an increase in reported health benefits expenses for the year ended December 31,
2006 and a decrease in reported health benefits expenses for the year ended December 31, 2005 in order to present
recast heaith beneﬁts expenses and recast HBR. In addition to this adjustment, health benefits expenses for the year
ended December 31, 2005 is further reduced for changes in estimates in the year ended December 31, 2005 related
to.dates of service of, December 31, 2004 and prior.

.
1 - . oy
1

Selling, general and administrative expenses

Selling, general and administrative expenses (SG&A) were 13.0% of total revenues for the year ended
December 31, 2006 compared to 11.1% for the year ended December 31, 2005. SG&A expenses increased
primarily as a result of (1) increases-in salaries and benefits, including the impact of the adoption of Statement of
Financial Accounting Standards No. 123(R) (SFAS No. 123(R)) and the accrual for expenses related to earnings-
based compensation plans not provided for in the prior year; (2) operational and technology related initiatives;
(3) increased premium taxes; and (4) increased legal expenses related to current litigation.
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New Products and Markets - oo R T S AT

On July 26, 2006, AMERIGROUP Tennessee, Inc. was chosen to offer health¢are covérage ‘to Medicaid
members in the State of Tennessee, for the Middle-Grand region. Eligible members in this region are estimated at
approximately 300,000 members who, would be served .by- two contractors including AMERIGROUP
Tennessee, Inc.. On August 15, 2006, AMER]GROUP Tennessee, Inc. entered into a contract wrth the State of
Tennessee. AMERIGROUP Tennessee, Inc. expects. to begin enro]ling members in mrd-2007 proytded 1mple—
mentation remains on schedule.

AMERIGROUP Ohio, Inc. received an HMO license in and signed a contract with the State of Ohio oniuly 25,
2003, and began enrolling members in September 2003, On March 17, 2006, AMERIGROUP Ohio, Inc. was
awarded the regions of Dayton and Cincinnati, covering 15 counties, and began enrolling mermbers on
September 1, 2006. Additionally, on October 6, 2006, AMERIGROUP Ohio, Inc. won a preliminary. endorsement
from Ohio’s Department of Job and Family Services to serve 15,600 eltglble residents enrolled in Medtcatd s ABD
program in the Southwest,Region.of Ohio. The Southwest Regron includes elght counties near “Cincinnati.
Enrollment of members under this program began in February 2007.

As a result of a competitive bidding process, our Georgia subsidiary, AMGP Georgia Managed Care
Company, Inc. (d/b/a AMERIGROUP Georgia), was chosen in July 2005 to offer healthcare coverage to low-
income residents in four of six reglons in the State of Georgia. AMERIGROUP Georgta has two competttors in the
Atlanta Region and orre competitor in each of the other regions. We began'serving the Atlanta Region effective

l.|» -

June 1, 2006 and in the East, North and Southeast regions effective on September 1, 2006. Pl

On September 23, 2005, CMS designated AMERIGROUP Texas, Inc., as a SNP AMERIGROUP Texas Inc.
entered into a coniract with CMS to offer Medicare benefits to dual eligibles that live in and surroundmg Houston,
Texas beginning January 1, 2006, AMERIGROUP Texas, Inc. already served these members through the ‘Texas
Medicaid STAR+PLUS program and offers them the Medicare and Part D drug benefit under thts contract. On
January 1, 2007, we began enrolling dual eligible members living in Maryland: AMERIGROUP Maryland Inc.
now offers these members the Medicare and Part D drug benefit under thi$ new confraét. Our partrcrpauon in the
Medicare Parts A & B and Part D programs is based upon assumptions regarding enrollment;-utilization, physician,
hospital and pharmaceutical costs and other factors. In the event any of these assumptions are materially incorrect,
either as a result of unforeseen changes to Medicare Parts A & B and Part D or otherwtse our business, results of
operations and. financral condition could be adversely affected :

- f ' coahr T
'y

“17 -~

Significant Market Updates | ,

Pt A BRRTFRE O T Co .o

© As a result of a competitive btddmg process, our wholly—owned subsidiary, AMERIGROUP Texas, Iric. was
awarded STAR and SCHIP or TexCaire, contracts in its current servrce areas of Houston, Dallas and Fort Worth‘and
contracts in two new service areas of Corpus Christi and EI' Paso. AMERIGROUP Texas.: ‘Tric. was also granteéd a
STAR contract for the Austin service aréa. These contracls were effective September 1,-:2006.
AMERIGROUP Texas, Inc. has one or more competttors in edch of its neéw and current service areas for the
STAR and TexCare programs. The combined eligibles for these expanded products and' markets are approxtmately
1,100,000 as compared to the préviously existing eligible population of 735,000." I’ September 2005, the
AMERIGROUP Texas, Inc. notified the State of Texas thit it had declined the contract award in' El'Paso for
the contract pertod begmnmg September 1, 2006. AMERIGROUP Texas, Inc. elected not to enter intoa contract for
the El Paso service area due to'the competitive environment in that markét, which would limit expansrort The State
announced expansion of STAR+PLUS into four urban areas under a modified strucfiire which will exclude risk on
hospitalization costs to protect the upper payment limit. The State awarded AMERIGROUP Texas, Inc., the
Houston expansion, Austin, and San Antonio regions in addition to our current Houston market with an anticipated
implementation date in early 2007. '

SELIRLS RS TS Sl S A L

In the Fort: Worth service area, AMERIGROUP Texas Inc had an exclusive risk- sharmg arrangement with
Cook Children’s Health Care Network (CCHCN) and Cook Children’s Physician Network (CCEN), which includes
Cook - Children’s Medical Center (CCMC), that was terminated as of August 31 2005:, Under.the risk-sharing
arrangement the parties have an obligation to perform annual reconciliations and settlements of; the risk pool for
each contract year, We believe that CCHCN owes us a substantial payment for.the 2005 contract year which we
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estimate is approximately. $10.4 million, as.of December 31, 2006. The contract with CCHCN prescribes
reconciliation procedures with respect to each contract period. As of this date, we are completing the reconciliation
‘process with CCHCN with respect to the 2005 contract year. We recently completed the reconciliation process with
CCHCN with respect to the 2004 contract year resulting in payment in full from CCHCN of approximately
$1.7 million. If we are unable to agree on a settlement, our expenses antributable to these periods may be adversely
affected, and we may incur significant costs in our efforts to reach a final resoluuon of this matter.

‘

AMERIGROUP Illinois, Inc. -allowed its- contract. with the Iilinois Department of Healthca:e and Farmly
Services to terminate July 31, 2006. We do not expect the termination of this.contract to have a material impact on
the ﬁnanctal posmon results of operations or liquidity of the Company ‘

We contmue to work with CMS and the states on 1mplement1ng the Deﬁcn Reduction Act 0f 2005. CMS lssued
guidelines to the states on June 9, 2006, requiring proof of citizenship for all new enrollees and for re-enrollments.
The regulations that came out in early July 2006 further exempt §S81 rectplents and certain other groups and penmt
use of school records for children, where appropnate At this point, we do not anticipate any significant impact on
membership as a result’of this provision,'as most of the states have been trying to reduce the burden of these
requirements of this provision for beneficiaries. Georgia and New York already required proof of citizenship and to
date we have not been notified of any enrollment issues. Texas is using electronic records to assist beneficiaries and
Virginia has retrained all of its enrollment officers to ensure a smooth transition. CMS is also planning a widespread
outreach effort to help beneficiaries understand the Deficit Reduction Act of 2005. However, we can give no
assurances that these guidelines will not impact our membershtp adversely, thereby negauvely impacting our

business, results of operatlons and financial condition. . ' : &

Contingencies

Medicare Parts A'& B , )

One year into our participation as a SNP in the Houston, Texas market, we are receiving fewer medical claims
than we expected. As of-December 31, 2006, we paid $35. 8 million of physician and hospital'claims for services
rendered to our members for Medicare Parts A & B benefits or 63% of the $56.4 million in estimated incurred
expenses.‘A liability for incurred but not reported claims'of $20.6 million, representing the difference between the
estimated incurred expense and the amount paid, is recorded as a liability in the Consolidated Financial Statements
at December 31, 2006. Due to the umqueness of this new program, there are a variety of factors that could contribute
to this lower volume of claims. Such factors may include, among other things: claims sent in error to other payors,
confusion on behalf of providers as to the appropriate payor for the members, retroactive enrollment changes,
variability in our enroliment since inception, difficulty adjudicating claims due to new or different medical bénefits,
complexities associated with a new product causing confusion among the members and providers, and changes in
the severity of illness of our members. All of these factors could cause a delay in the receipt of claims for services
provided to our SNP members, necessitate re-adjudication of claims or resull in a retroactive prémiim adjustment

We are continuing to evaluate the potenttal 1mpact of these various factors.
i ]

We estimate that our liability related to meurred but not reported Medicare Parts A & B physmlan and hosp1tal
claims to be in the range of approximately $9.8 million to $46.0 million. As discussed above, we have recorded a
liability of $20.6 million in the Consolidated Financial Statements which represents our- best estimate at
December 31, 2006. In determining our best estimate, our actuaries relied upon their original medical cost
estimates (based on data provided by CMS), and blended in the emerging medical claims experience using a
credibility model. In doing so, more credibility or reliance was placed on the paid claim data and less reliance was
placed on our original medical cost estimates as of December 31, 2006. Our range of liability related to incurred but
not reported Medic¢are Parts A'& B physwtan and hospital claims represents our original estimates on the upper end
of the range and estimates based solely on clzums expenence on the lower end of the range.

| C

As we continue to evaluate our clatms payment experience,. favorable prior period development may result.
Alternatively, if because of one or more of the factors stated above or for other reasons, we find that additional
claims payments more closely approximate or exceed our previous estimate, then our actuarial estimate of incurred
claims may be increased resulting in unfavorable prior period development. We can give no assurance that any prior
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period development related to this issue in any future periods, whether favorable or unfavorable will not have a
material effect on our business, results of operations or financial condition. Ca : :
ST - _

Medicare Paft D - “ :

The Company’s contract with CMS includes a risk sharing provision. The risk sharing provision takes effect if
actual pharmacy benefit costs are more than 2.5 percentage points above or below expected cost levels as submitted
by the Company in its initial contract application. We have calculated an estimate of the risk share and accordingly,
as of and for the year ended December 31, 2006, we recorded a risk share liability to CMS in other current liabilities
in the Consolidated Balance Sheets and a corresponding retrospective premium adjustment in premium revenues in
the Consolldated Income Statements. The recorded liability represents the estimated amount payable by the
Company to CMS under the risk share contract provision if the program was terminated at December 31, 2006
based on estimated costs incurred through that date. The final risk share amounts due to or from CMS, if any, will be
determmed approxmlately six months after the’ end of the contract year-end. ’ ‘

In an effon to reimburse Medicare prescription drug plans for drug costs incurred on behalf of Medicare
beneficiaries who may.have switched plans or otherwise may not have been appropriately enrolled in a plan during:
the Part D program slart-up earlier this year, CMS has implemented a reconciliation process to correct payment
discrepancies between plans which is referred to as the Plan-to-Plan Reconciliation project. This project facilitates
the exchange of payments between the plan where the beneficiary is officially enrolled and the plan that paid claims.
During the fourth quarter of 2006, Phase 1 of the Plan-to-Plan Reconciliation was completed with no significant

impact on the results of operations of the Company.

Florida Behavwml Health

A Florida Statute (the Statute) gives the Florida Agency for Health Care Administration (AHCA) the right to
contract with entities to provide comprehensive behavioral healthcare services, including mental health and
substance abuse services. The Statute further requires the contractor to use at least 80% of the capitation for the
provision of behavioral healthcare services, with any shortfall in the 80% expenditure being refunded to the State. In
the contract that AMERIGROUP Florida, Inc. has with AHCA, AMERIGROUP Florida, Inc. is required to provide
comprehensive behavioral healthcare. services, but the contract defines a limited subset of behavioral healthcare
services that can be counted towards the fulfillment of the 80% requirement. AMERIGROUP Florida, Inc. and other
similarly situated contractors have disputed the restrictive definition imposed by AHCA and believe that AHCA's
limited definition does not support. meeting. our obligation to provide comprehensive healthcare services in
accordance with our contract, There was an atiempt to, resolve this issue in the most recent session of the Florida
legislature, which was unsuccessful. AMERIGROUP Florida, Inc. believes that the implementation by AHCA of
the restrictive definition of comprehensive bchavmral healthcare services in the contract is impermissible and
inconsistent .with the statutory requirements for administrative .rule, making. In February 2007, the Company
received.a determination from AHCA indicating amounts owed to AHCA of $5.2 million for the 2004 and 2005
contract years which has been recorded in the accompanying Consolidated Financial Statements as of
December 31, 2006. The Company has the option to appeal this determination through arbitration and is currently
considering this alternative. The Company has reserved approximately $7.9 million as its best estimate of liability
for all prior and current contract penods whlch is included in unearnéd revenue in the Consohdated Balance Sheets
as of December 31, 2006. . o i . . R ETIV

Expeneuce Rebate Payable s S P,

AMERIGROUP Texas Inc our Texas sub51d1a1y, is requlred to pay a rebate to the State of Texas in the event
profits exceed establlshed levels. The rebate calculation reports that we filed for the contract years ended
August 31, 2000 through 2004 have been audited by a contracted auditing firm retamed by the State of Texas:
In their report, the auditor has challenged inclusion in the rebate calculation certain expenses incurred by the
Company in providing services to AMERIGROUP Texas, Inc. under the adiinistrative services agreement. We are
not certain’ whether there has been an ultimate.determination by the State.of Texas with respect to the recom-
mendations to exclude these expenses as defined in the report. The contract year-ending August 31, 2005 is
currently being audited by the state contracted firm and the audit of the contract year ended August 31, 2006 is

52




expected to commence in mid-2007. Although we believe that the rebate calculations were done appropriately, if
the regulators were ultimately to disallow certain of these expenses in the rebate calculation, it could result in the
requirement that we pay the State of Texas additional amounts for these prior periods and it could reduce our
profitability in future periods. At this time, we.believe it is reasonably possible that the habthty related to this issue
could range from zero to $18.9 million. T L AR - . ‘

: R v N S A A T S P, ERS

New Jersey Provider Network L B T TR BT S Y

In December 2006, our New Jersey subsidiary received a notice of deficiency for failure to meet provider
network requirements in several New Jersey counttes as requtred by our Medtcard contract with New Jersey. We
submitted to the State of New Jersey a corrective action plan and a request for a warver of. certam contractual
provisions in December 2006 and January 2007. The State of New {ersey is cons1dermg our requests for, waivers,
and we have been granted an extenswn to correct the network deficiencies through June 2007. Prior fo the explratlon
of the extension, we will work with the State of New Jersey o correct certain electromc records and to correct the
network deficiencies: Although we bel1eve that we, will be able to resolve this issue, lf the State of New Jersey does
not grant further waivers and 1mp0ses fines and penaltles our, ﬁnancral results could be matertally impacted.

BT T N A f

Discussion of Critical Accounting Policies . , e - e "l

In the ordinary course of business, we make a number of estimates and assumpticns relating to the reporting of
results of operations and financial condition in the preparation of our consolidated -financial statements 'ifi
conformity with U.S. generally acceptéd accounting principles. We base our estimates on historical experience
and on various other assumptions that we believe to be reasonable under the c1rcumstances Actual results could
differ from those éstimates and the differences could be significant. We beliéve 'that the following discussion
addresses our critical accounting policies, which are those that are most 1mportant to the portrayal ‘of out financial
condition and results of operations and require management s most difficult, subjectlve and complex Judgments
often as a result of the need to make estimates about the effect’ of” matters that are mherently uncertam K

L . . at . P ! -'u".
Revenue recognition . . oL . S

We generate revenues primarily from premrums we receive from the states in which we opérate to arrange for
health benefit services for our'members.'We receive premiums from CMS for the SNP program. We recognize
premium revenue during the period in which we are obligated to provide services to.ouf members. A fixed premium
per member per month is paid to us to arrange for healthcare benefit services for our members pursuant to our
contracts in each of our markets. These premium payments are based upon eligibility determined by the state
governments with which we have contracted. Errors in this eligibility determination on which we rely can result in
positive and negative premium adjustments to the extent this information is'adjusted by the state. In all of our states,
except Virginia, we are eligible to réceive supplemental payments o offset the health benefits expenses associated
with the birth of a baby. Each state contract is specific as to what is required before payments are generated. Upon
delivery of a newborn, each state is notified according to our contract. Revenue is recognized in the period that the
delivery occurs and the related services are provided to our member based on our authorization system for these
services. Additionally, in some states we receive supplemental payments for certain services such as high cost drugs
and early childhood prevention screenings. Any amounts that have not been received from the state by the end of the
period are recorded on our balance sheet as premium receivables. We also generate income from investments.
BEEELI P |

Esttmatmg health benef ts expense and clmms payable s

SO0 Ly

Our results of operations depend on our abrltty 10 effectwely manage expenses related to health beneﬁts as
well as our ability to accurately predict costs incurred in recording the amounts in our consolidated financial
statements. Expenses related to health benefits have two components: direct medical expenses and medically
related administrative costs. Direct medical expenses.include fees paid to hospitals, physicians and providers of
ancillary medical services, such as pharmacy, laboratory, radiology, dental and vision. Medically related admin-
istrative costs include expenses related to services such as health promotion; quality assurance, case management,
disease management and 24-hour on-call nurses. Direct medical expensesialso include estimates of IBNR. For the

year ended December 31, 2006, approximately 96% of our direct medical payments related to fees paid-on a
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fee-for-service basis to hospitals, PCPs, specialist physicians and other providers, including fees paid to third-party
vendors for ancillary services. The balance related to fees paid on a capitation, or per member, basis. Primary care
and specialist physicians not paid on a capitation basis are paid on a maximum allowable fee schedule set forth in
the contracts with our providers. We reimburse hospitals on a negotiated per diem, case rate or an agreed upon
percent of their standard charges. In Maryland, the State sets the amount reimibursed to hospitals. Fees paid for
services provided to our members by hospitals and providers with whom we have no contract are paid based upon
our usual and customary fee schedules unless mandated at other levels by state regulation.

We have used a consistent methodology for estimating our medical expenses and medical liabilities since our
inception, and have refined our assumptions to take into account our maturing claims, product and market
experience. For new products and markets, we estimate health benefits expense at underwritten levels until actual
historical experience becomes reliable or “credible” enough to incorporate into our estimates, Typically this occurs
at approximately six months after inception. In the case of our SNP product, claims payments have been
significantly lower than underwritten levels. Therefore, our actuaries relied upon their original cost estimates
(based on data provided by CMS) and blended in the emerging medical claims experience. In doing so, more
credibility or reliance was placed on the paid claims data and less reliance was placed on our original cost estimates
as of December 31, 2006. As medical utilization patterns and cost trends change from year-to-year, our underlying
claims payments reflect the variations in experience. Our estimates are revised based upon actual claims payments
using historical per member per month claims cost, including provider settlements, changes in the age and gender of
our membership, variations in the severity of medical conditions, high dollar claims and authorization data. Each of
these factors may be considered in determining our current medical liabilities.

There are certain aspects of the managed care business that are not predictable with consistency. These aspects
include the incidences of illness or disease state (e.g., cardiac heart failure cases, cases of upper respiratory illness,
diabetes, the number of full-term versus premature births, and the number of neonatal intensive care babies} as well
as non-medical aspects, such as changes in provider contracting and contractual benefits. Therefore, we must rely
upon our historical experience, as continually monitored, to reflect the ever-changing mix and growth of members,

Monthly, we estimate our IBNR based on a number of factors, including prior claims experience, member mix
changes, high dollar claims, and authorization data. Authorization data is information captured in our medical
management system, which identifies services requested by providers or members. The medical cost related to these
authorizations is estimated by pricing the approved services using-contractual or historical amounts adjusted for
known variables such as historical claims trends, These estimated costs are included as a component of IBNR in the
more current months.

As part of our normal review, we consider the costs to process medical claims, and estimates of amounts to
cover uncertainties related to fluctuations in claims payment patterns, membership, products and autherization
trends. These estimates are adjusted as more information becomes available and any adjustments are included in
current pperations. Due to the uncertainty associated with payment rates and inventory levels, associated with the
FACETS conversion, we established a separate estimate for this uncertainty to cover the possibility of adverse
claims development. We will maintain this additional estimate as long as this uncertainty related to the systems
CONVersion remains. :

We utilize the services of independent actuarial consultants, to review our estimates on a quarterly basis, as
well as the assumptions used in forming these estimates. Judgments are made based on knowledge and experience
about past and current events. There is a likelihood that actual results could be matenally different than reported if
dxfferem assumptions or conditions prevail.

Also included in claims payable are estimates for provider settlements due to clarification of contract terms,
out-of-network reimbursement and claims payment differences, as well as amounts due to or from contracted
providers under risk-sharing or other arrangements. During 2005, we reclassified certain provider receivables under
our risk-sharing arrangement with CCHCN to prepaid expenses, provider réceivables and other current assets as a
result of the termination of the contract whereby no liabilities remained in claims payable to offset the risk- sharmg

receivable.
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The following table shows the components of the change in medical claims payable for the years ended
December 31, 2006, 2005 and 2004 (in thousands): '

Y

2006 - 2005 - 2004

Medical claims payable as of January 1..........0........ s 348, 679 . § 241253 § 239,532
Medical elarms _payable assumed from businesses acqutred dunng . ) : .
the year ..... B R R . — © 27424 —
Health benefits expenses incurred during the year: ' ' -
Related to current year .. ................ S 2,328,863 l,.982,880 . l,505,482
Related to prior years . ... .. PP e PR (62,846)  (25,684) ' (36,385)
Total incurred . . ..\ .ovvree e S e 2,266,017 1,957,196 1,469,097
Health benefits payments dunng the year o e, - ‘
Related to current year-. .. ... e e e 1,971,505 1,646,664 1,274,460
. Related toprioryears . .............. .0 oo e - 257,987 230,530 -~ 192916
. Total payments ... ...............- FURUUT e 2229492 -1877.194 1467376
Medical claims payable as of December ) DU ;. $ 385204 $ 348,679 . $ 241,253

In the current: ‘year, we' experienced an increase in the favorable prior year development of approximately
$37.1 miltion related to 2005 and prior which compares to a decrease of $10.7 million in the prior year related to
2004 and prior. The current year increase in favorable prior period development was primarily due to realized health
benefits expense. trends that were less than previously estimated. The health benefits expenses incurred during the
year related to prior years include favorable development related to the factor for uncertainty established in the prior
year. This may be offset by the establishment of a factor for uncertainty for adverse claims development when
estlmatmg claims’ payable related to the current year. - :

The Company ] methodology includes adding a faetor to compensate for normal claims uncertamty The more

precisely we have been able to predict claims patterns, the lower the required factor for uncertainty as a percentage
of our medical liability. Due to the changing mix of members, products and markets, this factor is a necessary
component of our medical liabilities. While our prior year development historically has been favorable, there is no
guarantee this will-continue. Thé factor for uncertainty mitigates the risk of emerging claims' experience that is
different from historical patterns. The health benefits expenses incurred during the period’ related to prior years
relate almost entirely to revisions in estimates for the immediately preceding year. The application of our
methodology has resulted in reversals of estimated incurred claims related to prior years in'each of the years
in the three-year penod ended December 31, 2006. The resulting impact on operations is a function of the variation
of the change in estimate from year-to-year. Our factor for uncertainty increased in'2006 and 2005 by $2.1 million,
and $9.2 million, respectrvely Our factor for uncertamty decreased by $l 5 million in 2004. :
' Changes in estimates are primarily the result of obtaining more complete Cldll‘l’lS mformatlon that directly
correlates with the claims.and provider reimbursement trends. Since our estimates are based-upon the blended per
member per month claims experience, changes cannot typically be explained by any single factor, but are the result
of a number of interrelated-variables, all influencing the resulting expenence These variables include fluctuations
in claims payment patterns, changes in-membership levels, number and mix of products, benefit structure, changes
in provider networks or contract terms, severity of illness and utilization-levels. Absent-a major acquisition, change
in product mix, or expansion into new markets, we believe there will likely be less volatility as we increase in size
and gain more maturity in our markets and successfully convert our remaining health plans to FACETS.

We believe that the amount of claims payable is adequate to cover our ultimate liability for unpaid claims as of
December 31, 2006; however, actual claim payments and other items may differ from established estimates.
Assummg a hypotheucal 1% difference between our December:31, 2006 estimates of claims payable and actual
¢laims payable, our results of operations for the year ended December 31, 2006 would increase, or decrease by
approximately $2.4 million net-of related income tax effeets and dlluted eammgs per share would increase or
decréase by approx1mately $0.04 per share.
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Income taxes ‘ . . N Le

On a quarterly basis, we estimate our required tax liability and assess the recoverability of our deferred tax
assets. Qur taxes payable are estimated based on enacted rates, including estimated tax rates in states where we do
business, applied to the income expected to be taxed currently. Management assesses the teahzablhty of our
deferred tax assets based on the availability of carrybacks of future deducuble amounts and management 5
projections for future taxable income. We cannot guarantee that we will generate income in future years.
. Historically we have not experienced significant differences i in our esmnates of our tax aecrual

Goadwrll and intangible assets g

¥

'As of December 31, 2006 and 2005, we had goodwill and other intangible assets of $255 3 rmllron and
$255.1 million, respectively, net of accumulated amortization. We review our intangible assets with deﬁned lives
fori 1mparrment whenever events or changes in circumstances indicate we mrght not recover their carrying value, We
assess our goodwill for impairment at least annually. In assessing the recoverability of these assets, we must make
assumptions regarding estimated future utility and cash flows and other internal and eXternal factors to determine
the fair value of the respective assets. If these estimates or their related assumptions change in the future we may be
required’to record tmpairment charges for these assets.

'y

Share-Based Payments

Management s estimate of grant date fair value of the cost of employee services in share-based payment
transactions are based on results of a Black-Scholes-Merton option- pricing model adjusted for' the unique
charactenstlcs of the Company’s share-based payment instruments, - :

For the year ended December 31, 2006, assump_tlons used in es_tlmating the fair _value at date of grant were
based on the following:

i. the expected life of each award granted was calculated usmg the ‘simplified method™ in accordance with
Staff Accounting Butletin No, 107 s

oos g

i expected volatility is based on historical volanhty levels; and - " - L e et
, m the rlsk free interest rate is based on the rmphed y1eld currently avarlable on U S Treasury zero coupon
issues with a remammg term equal to the expected life. ‘ : S : .

o C ’ . Y . .o o . . N

Recent Accounnng Standards o U : - S

, .On July 13 2006, the Fmancral Accountmg Standards Board (FASB) issued Interpretatron No 48 (F[N 48)
Accounting for Uncertamty in Income Taxes, which is effectlve for the Company on January 1, 2007. FIN. 48
clarifies the accounting for uncertamty in income taxes recognized in the financial statements in accordance with
FASB Statement No. 109, Accounting for Income Taxes. This interpretation provides guidance.on the financial
statement rfecognition and measurement of a tax position taken or expected.to be taken in a tax return. For a tax
‘benefit to be recognized; a tax position must be more likely than not 1o be sustained upon examination by applicable
taxing authorities. The benefit recognized is the amount that has a greater, than 50% likelihood of being realized
upon final settlement of the tax position. The cumulative effects of applying FIN 48 will be recorded. as an
adjustment to retained earnings as-of the beginning of the period of adoption. Based on our evaluation as of
December 31, 2006, it is estimated that the Company: will record an adjustment to increase retained earnings by up
to $8.1. million. This amount is,subject to revision as management completes its analysis of the impact.of FIN 48.

On December 16, 2004, the FASB issued SFAS No. 123(R), Shared-Based Payment, which is a revision of
SFAS No. 123. SFAS No. 123(R) supersedes Accounting Principles Board Opinion No. 25, Accounting for Stock
Issued to Employees; SFAS No. 148, Accounting for Stock-Based Compensation,and-amends SFAS No. 95,
Statement of Cash Flows. SFAS No. 123(R) establishes the accounting for transactions in which an entity pays for
employee services in share-based payment transactions. We adopted this standard, as required, in'the first quarter of
2006. The Company s results for the year ended December 31, 2006 include,$8.5 million of selling, general, and
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administrative expense related to the-adoption of SFAS No. 123(R). Net earnings for the year ended December 31,

2006 were reduced by $5.8 million or $0.11 per diluted share as a result of adoption.

Results of Operation§

The followirig table sets forth selected operating ratios for the years ended December 31, 2006, 2005 and 2004.
All ratios, with the exception of the health benefits ratio, are shown as a percentage of total revenues.

' * Years Ended December 31,
2006 2005 2004

' . B B e " . t

PrEmMIUIM TEVEMUE . . . .oy v v e e s e ir e s et e s s ebs e . 986% 99.2% 99.4%
Investment income and Other. . .. .. oottt a e e 1.4 0.8 .06

Total revenues 0. . ...... s e e e e 100.0% 100.0% 100.0%
Health benefits(1). . .. oottt et e 81.1% 84.7% 81.0%
Selling, gen‘;:ral' and administrative expenses . . . R 13.0% 11.1% 10.5%
Income before income taxes . . ... . e 6.1% 37% 1.7%

NELINCOME « o v v eeeen s e . 38% 23% 4.7%

(1) The health benefits ratio is shown as a percentage of premium revenue because there is a direct relationship
between the premium received and the health benefits provided.

Summarized comparative financial information for the years ending December 31, 2006, 2005 and 2004 are as
follows ($ in millions, except per share data) ’ .
December 31, % Change

2006 2005 2004 2005-2006 2004-2005

Revenues: “ - : )
: _Premium e e '$ 27958 § 23116 § 1,813.4 20.9% 1 27.5%
_Investment income and othé:r“ ............ . 393 18.3 10.3 114.8%" 71.7%
_Total revenues . ...... e T, - 28351, 23299 1,823.7 - 21.7% . 27.8%
Expenses: - . o . : : ‘ ,

Health benefits. . . . .. SO LS. 2,266.0 1,957.2 1,469.1 15.8% 33.2%

Selling, general and administrative "% ..... 3699 = 2584 1919 °  432%  347%
 Depreciation and amortization . ...\ ..." .. 25.5 . 269 20.8 52%  293%

TIEETEST o o oottt et i ine e 0.6 0.6 0.7 0.0% (14.3)%

Total expenses . . ........ T . 2,662.0 2,243.1 1,682.5 18.7%, 33.3%

Income before income taxes .. .......... " 173.1 " B6.8 141.2 994%  (38.5)%
Income tax expense ... ........ e L 66.0 331 552 99.4% (40.00%
NetiNCOME . . oottt iieee e et ann s $ 1071 % 537 § 860 99.4% (37.6)%
Diluted net income per common share . . . .. I 202 % 1.02 § 1.66 98.0% (38.6)%

Revenues

Premium revenue for the year ended December 31, 2006 increased $484.2 million, or 20.9%. The increase was
primarily due to entry into the Georgia market, commencement of operations as a SNP and premium rate increases.
Total membership increased 16.6% to 1,316,000 as of December 31, 2006 from 1,129,000 as of December 31, 2005.
Additionally, the premium revenue for the year-ended December 31, 2006 was impacted by a net favorable prior
period revenue adjustment totaling $1.7 million resulting from various premium recoupment issues in several of our
markets. Net of the related income tax effect, net income increased approximately $1.0 million or $0.02 per diluted
share for the year ended December 31, 2006 as a result of this net favorable prior period revenue adjustment.
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Premium revenue for the year ended December 31, 2005 increased $498.2 million, or 27.5%. The increase was
primarily due to internal growth in membership, growth through the acquisition of CarePlus and premium rate
increases. Total membership increased 20.6% to 1,129,000 as of December 31, 2005 from 936,000 as of
December 31, 2004,

The following table sets forth the approximate number of our members in each of our service areas for the
periods presented. Since we received two premiums for members that are in both the AMERIVANTAGE and
AMERIPLUS product beginning in 2006, these members have been counted twice in the State of Texas.
Accordingly, me’n_lbership counts represent an occurrence of payment under our contracts with our government
partners.

December 31,
Market | 2006 2005 2004 2003 2002
Texas. . . ... T 406,000 399,000 394,000 343,000 296,000
Georgié ................... PN 227,000 - — — —
Florida . .. .. e 202,000 219,000 229000 221,000 - . —
Maryland. ., ............... ... ... 145,000 141,000 130,000 124,000 125,000
New York .. ....... .. ... .. ..... 126,000 138,000 —_ —_ —
New Jersey ..o ......0cooviuninn.. 102,000 109,000 105000 99,000 99,000
Ohio.................. U 46,000 22,000 — — . —
District of Columbia ............... 40000 41,000 41,000 38000 37,000
Virginia. .. ... i e 22,000 . 19000 . — - — —
Hlinois ............... e — 41,000 37,000 32,000 34,000
Total ... .oiveei e e, 1316000 1,129,000 936,000 857,000 591,000

As of December 31, 2006, we served approximately 1,316,000 members, which reflects an increase of
approximately 187,000 members compared to December 31, 2005. The entry into our Georgia market increased our
membership by approximately 227,000 members. Additionally, the expansion of our Ohio market into Dayton and
Cincinnati increased our membership by approximately 24,000 members, These increases were offset primarily by
our exit from our linois market causing a decrease in membership of approximately 41,000, Additionally, our
Florida market continues to experience declines in membership totaling 17,000 members in the current year. This
decline is a result of administrative and legislative changes related to the conversion to an automated enroliment
process that have impacted state-wide enrollment. In our New York market, membership decreased by approx-
imately 12,000 members as a result of more stringent guidelines for eligibility re-determination implemented by the
state. In our New Jersey market, membershlp decreased by approximately 7,000 membcrs as a result of provider
network changes. ‘

Investment income increased $21.0 million or 114.8% during the year ended December 31, 2006 and
$8.0 million or 77.7% during the year ended December 31, 2005. These increases in investment-are. pnmanly dueto
increases in market interest rates and increases in cash and investment balances.
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Health benefits . ) "oy

a‘ The followmg table reconciles the reported Health Beneﬁts Ratio (HBR) to-recast HBR, which reflects the
impact of net out of period amounts including: adjustments through December 31, 2006, relating to premium
revenues and health benefits expenses for the years ended December 31, 2006 and 2005: y o

; . TR . . . 4 Years Ended Decernber31 e

2006 Co, L2008
Reported premjum revenues. . ........... P $2,795.810 $2,,3ll,599
Reported health benefits expenses ...t $2,266,017 $1,957,196
Reported HBR. . . ... ... e e e . “81.1% 84.7%
Reported Premilm reVeNnUeS . . . .. ovvveneteeieeenatae s s $2,795,810 $2,311,599
Less:; Prior period premium revenues adjustments . ... .............. - (1,699) (1,624)
Recast premium revenues. . ...- e R $2,794,1 l‘l ; $2.309,975 -
. Reported health -beneﬁts expenscs e e $2,266,017  $1,957,196
Plus (less): Prior period health benefits expense developments, net .. ... 28,675 *© (37,508)
Recist health Ibeneﬁ'ts expenses . . . e e “$2,29¢'1,692 '$1,919,688
Recast HBR ............. e e e e e e 82.1% - 83.1‘%6

Expenses relating to health benefits for the year ended December 31, 2006 increased $308.8 million, or 15.8%.
The HBR on a recast basis for the year ended December 31, 2006 was 82.1% compared to 83. 1% in 2005. Our 2006
results compared to 2005 reflect the favorable impact of actuarially sound premium rate increases that exceeded
medical trend and commencement of operations as a SNP in our Houston, Texas.market. Our recast 2005 results
compared to reported 2004 results reflect an increased medical trend greater than premium rate increases received
in the pericd and entry into new markets. - : o T f

Sellmg, geneml and administrative expenses .

SG&A increased $111.5 million for the year ended December 31, 2006 compared to 2005. Our SG&A ratio forr
the year ended December 31, 2006 was 13.0% compared to 11.1% in 2005. The increase’in' SG&A ratio was
pnmanly due to:., _— . , . - S

. an increase in salaries and benefits as a result of a 30% i increase in employees slock compensauon expense
" related to the adoptlon of SFAS No. 123(R) and earnmgs-based compensauon not provnded for in the
préceding year; N\ g "_ “ ':

. , [} N -
* an increase in premium taxes as a result of our entry into the Georgia market, mcreased revenues in our
Maryland and Oth markets Wl‘llCl’l bear premlum tax and an mcrease in the premmm tax rate in New Jersey;

« an increase-in legal expenses related to the Qui Tam lmgauon and* .

» an increase in operauonal and tcchnologlcal mmatwes and recrultmg expenses to support the Company s

. growth, ! ' o

" SG&A increased $66.5 million for the year ended December 31, 2005 compared to 2004 Our SG&A ratio for
the year ended December 31, 2005 was 11.1% compared to 10.5% in 2004, The increase in SG&A ratio was

primarily due to: » = o . _ . - ‘ v
r
* an increase 1n premium taxes that the States of Texas, New Jersey and Maryland began assessmg m

September 2003, July 2004, ‘and Apnl 2005, rcspecuvely,

t L :
= anincrease in ]ega] expenses related to the Qui Tam lmgauon and the securities class acnon complamts and

. fa

% an increase in experience rebate expense in our Texas market.

Premium taxes were $47.1 million, $25.9 million and $14.1 million for the years ended December 31 2006
2005 and 2004, respectively. “ i D :
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Depreciation and amortization expense

"+ - Depreciation and amortization expénse was $25.5 million, $26.9 million and $20.8 million for the years ended
December 31;2006,2005 and 2004, respectively. The decrease from 2005 to 2006 is primarily aresult of decreasing
amortization expense related to-intaiigibles which are amortized based on the timing of the related cash flows. The
increase from-2004 to 2005 is primarily related to amortization of intangibles acquired through the acqulsmon of
CarePlus Health Plans, Inc effective January 1, 2005.

Ca Co e

Ty R B S
Interest expense

o — .- P

Interest expense was $0 6 mlllton $0. 6 l'[llHlOll and $0.7 million for the years ended December 31, 2006, 2005,
and 2004 respectlvely., o _ ‘ N _ o e

LI I A5 T ey, Vb f e
Pro‘vrstron for mcome taxes 7 ' o
Incorne tax expense for 2006 and 2005 was $66.0 million and $33.1 million, respectlvely, wnth an effective tax

rate of 38.1% in both ‘periods. Income tax expense for 2004 was $55.2 million with an effective tax rate of 39.1%,
The effective tax rate remained unchanged between 2006 and 2005 as the increase in the blended state income tax
rate was offset by increases in federal tax exempt interest income. The decrease i in the effectlve’tax rate between
2005.and 2004 is prlmarlly ttributable to a decrease in the blended stite income tax rate reﬂectmg the profitability

by health plan. ‘

v

L P N VR LI/ WAL L

e et e e
Netmcome . !

PSSR 13 (P Wi e e A

Net-income for 2006 was. $107 1 million, or $2 02 per diluted share, compared 0 $53 7 million, or $1.02 per
diluted shafe in 2003. Net income:for 2004 was $86.0 million or $1.66 per diluted share. Netincome increased from
200510 2006 as a resuit of actuarially -sound premium rate increases in excess of medical trend, favorable prior
period development, and commencement of operations as a SNP in Houston, Texas. Net income decreased from
2004 to 2005 as a result of increased medical trend greater than premium rate mcreases received in the penod and

entry into new markets. e oo

||J'lf!—,‘,‘1 L 4 ' B ' :" [N

quuldlty and Capltal Resources . A ,

Our primary sources of hqutd]ty are cash and cash eqtuva]ents short- and long-term investments, cash flows
from operations and borrowings, under our Credit Agreement. As of December 31, 2006, we had cash and cash
eqmvalents of $176 7 mtlllon short and long—term 1nvestments of $599.6 million and restricted mvestments on
deposit for licensure of $68.5 m1llllon Unregulated cash, cash equwalents and investments fotaled $153 6 million at

December 31, 2006

oo u H LT qzlllf) b

On May 10 2005 we enteredjmto an amendment to our Credlt Agreement Wthh among other thlngs
provndes for commitments under our Credit Agrcement of $150.0 million and terminates on May 10, 2010. The
Credit Agreement was further amended on-November. 21; 2006 which provided for an-increase in the aggregate
prmc1pal amount of the letter of Cl’edlt sublimit to $75 0 mtlhon The Credit Agreement contains a provision which
allows Us to obtam subject to certain COHdlthﬂS an mcrease in revolvmg commitments of up to an additional
$50.0 million. The proceeds of the Credit Agreement are available for general corporate purposes, including,
without limitation! perihitted acquisitions of businesses; assets and technologies. The borrowings under the Credit
Agreement will accrue.interest at one ‘of the following rates,'at our option: Eurodollar plus the applicable margin or
an alternate base rate plus the applicable margin. The applicable margin for Eurodoilar borrowings is between
0.875% and 1. 625% and the applicable margin for alternate base rate borrowings is between 0.00% and 0.75%. The
appltcable margin will vary dependmg on our leverage rat10 The Cl'Cdlt Agreement is securéd by substantially all of
the assets of AMERIGROUP and its wholly- ~owned subsrdlary, PHP Holdings, Inc., mcludmg the stock of their
respective wholly-owned managed care subsidiaries..There is a commitment fee'on the unused portion of the Credit
Agreement that ranges from 0.20% to 0. 325%, dependmg on our leverage ratio., During the year ended
December 31, 2006, the Company obtained two' separate letters of credit through the Credit Agreement ‘A letter
of credit for $217,000 was obtained in connection with standard requirements of a lease for office space for its New
York subsidiary, CarePlus. A letter of credit for $50.4 million was obtained in November 2006 for the benefit of the
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clerk of the United States District Court for the Northern District of, Illinois on behalf of the Companyrand
AMERIGROUP lllinois, Inc. to stay the enforcement of a judgment in Qui Tam litigation in the United States
District Court for the Northern District of Illinois pending the resolution of the post trial motions. See ltem 3. Legal
Proceedings. As of Deccnllber 31, 2006, there were no borrowings outstanding under our Credit Agreement.

. . . w o ] . . rodloL

In order to stay the execution of the judgment of the Court during the pendency of our appeal, we may be
required to establish a supersedeas bond equal to an amount set forth by the Court in its final judgment, plus one year
of interest. We may raise the necessary financing to collateralize a letter of crédit in favor of the' Court through any
combination of oné of more of the following: (i) borrowing additional amounts under our Credit ‘Agreement;
(ii) using existing unregulated cash and investments; (iii) issuing debt, preferred stock and/or equity securities
(including debt securities or preferréd stock convertible into’ our common equity), under our shelf registration
and/or in one or more public or Rule 144A offerings or privately negotiated transactions;rar}d[qu(iy) entering into
additional credit arrangements. If we incur additional debt, it may limit our access to capital iﬁ’phe future which
could impact our ability to meet statutory net worth requirements in the states in which we do business and limit our
ability to pursue acquisition opportunities or enter new states. Additionally, any new credit arrangement may call for
significant debt service requirements and have less favorable terms than under our current Credit Agreement. Any
issuance of equity securities or debt or preferred stock convertible into our equity securities could have a material
adverse effect on the trading price Pf our common stock. Depending upon the ultimate outcome, the amount of the
final judgment against us could negatively impact our liquidity and could cause any amounts ‘borrowed, or
otherwise owed, under the Credit Agreement to become due and payable. SR

In order to ensure available funds to collateralize a letter of credit for the reql,iired supé:rs_eiieas bond on
January 19, 2007, we entered into a commitment letter with Goldman Sachs Credit Panpersl,L_.‘P._.(GSCP) and
Wachovia Capital Markets, LLC (WCM), for a senior secured credit facility of up to $600.0 mil_lign in the aggregate
(the Commitment Letter). Subject to the terms of the Commitment Letter, GSCP and WCM have committed to
provide (i) up to $550.0 million of financing under a senior secured symheiic letter of credit facility (the Synthetic
LC Facility) and (ii) up to $50.0 million of financing under a senior secured revolving credit facility (the Revolver
Facility and collectively with the Synthetic LC Facility, the Facilities), each with: a-term of up to five years.

Should the Facilities be finalized, the primary purpose of the Synthetic LC Facility would be to collateralize an
irrevocable letter of credit for the supersedeas bond in order to stay the enforcement of the judgment (the Judgment)
against the Company and its Illinois subsidiary, AMERIGROUP Illindis, Inc., in Tyson v. Amerigroup Illinois, Inc.,
U.S. District Court for the Northern District of Illinois, Eastern Division, Case No.'02-(;l6074, in"the event the
Court enters a final judgment in excess of the initial $48.0 million jury verdict. On February 20; 2007, the Court
heard oral arguments on all post:trial motions.. The Court has not yet ruled on the motions, but we expect that a
ruling is imminent. The Revolver Facility would be expected to be available to refinance and supercede the
Company’s existing credit facility, for ongoing working capital and general corporate purposes.

: . S . . T e T

The documentation governing the Facilities has not been finalized and the actual terms, amounts and uses of
the Facilities may differ from those described herein. There can be no assurance that the parties will be able to
finalize the documentation governing the Facilities or that we will be able_to, satisfy the conditions to close the
Facilities. In the event that we are unable to close the Facilities, no assurance can be given that we would be able to
(i) obtain a bond in a form necessary to stay enforcement of the Judgment or (i) arrange alternative. financing
necessary to obtain a bond that would not have a material adverse effect on our financial position, results of
Gperation or liguidity. - ' e ' I

The Commitment Letter conditions the availability of the Facilities on certain customary closing conditions,
including but not limited to (i) the absence of a material adverse change (other than the judgment), (ii) the execution
of satisfactory definitive loan and closing documentation, . (iii) timeframe limitations,-(iv) the accuracy of our
representations and warranties at closing, (v) the delivery of certain financial statemnents, and (vi) the satisfaction by
the Company and its subsidiaries of a maximum leverage ratio and a minimum unrestricted cash balance at closing.

The loan documents governing the Facilities are expected to contain representations and warranties, financial,
affirmative and negative covenants and events of default as are usual and customary for financings of this kind. Our
obligations under the Facilities will be secured by a first priority security interest in all assets of the Company.and a
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pledge of 100% of the capital stock of each domestic subsidiary (other than immaterial subsidiaries) of the
Company.

Pursvant to the Credit A greement we must meet certain financial covenants. These financial covenants include
meeting certain ﬁnancxa] ratios and a lmut on capital expenditures and repurchase of our outstanding common
stock:

" On May 23, 2005, our shelf registration statement was declared effective with the SEC covering the issuance of
up to $400.0 million of securities including common stock, preferred stock and debt securities. No securities have
been issued under the shelf registration. Under this shelf registration, we may publicly offer such registered
securities from time-to-time at prices and terms to be determined at the time of the offering.

Cash from operations was $235.7 million for the year ended Deceinber 31, 2006 compared to $113.1 million
for the year ended December 31, 2005. The increase in cash from operations is primarily due to the followmg items:

Increases in cash flows due to:

1

~* an increase in net income of $53.5 million;

' = anincrease in the change in premium receivables of $38.8 million primarily due to the acceleration of
premium receipts from the State of the New York that had historically paid in arrears;

* an increase in the change in accounts payable, accrued expense and other current liabilities of
$56.8 million primarily as a result of timing of premium tax payments, the reversal of the contingent
liability in the Maryland market of $6.1 million in the prior year, increase in accrued legal fees and
experience rebate payable and the net mcrcase in the change in the earnings-based compensatlon
l1ab111t1es of $27.5 million; and

" ,
* an increase in the change in Lmearned revenue of $32.9 million due to the timing of a premium receipts
and increase in estimated.premium recoupment balances.

., Offset by decreases in cash flows due to;

+. adecrease in the change in deferred taxes of $11.0 million primarily related to the increase in unearned
revenue. and establishment of a deferred tax asset in connection with the adoption of
SFAS No 123(R); and

* a decrease in the change in claims payable of $43.5 million related to efforts to resolve outstandmg
claims issues and reducing ending inventory levels. !

Cash used in investing activities was $342.2 million for the year ended December 31, 2006 compared to cash
used in investing activities of $73.9 million for the year ended December 31, 2005. The increase in cash used in
investing activities was primarily dueé to net increase in purchase of investments offset by a decrease in cash flows
used in acquisition activities. We currently anticipate total capital expenditures for 2007 of approximately
$38.0 million to $40.0 million related to technological infrastructure development and the expansmn of our
medical management system. ‘ : : : "

Our investment policies are designed to provide liquidity, preserve capital and maximize total return on
invested assets. As of December 31, 2006, our investment portfolio consisted primarily of fixed-income securities.
The weighted average maturity is less than eighteen months. We utilize investment vehicles such as money market
funds,.commercial paper, certificates of deposit, municipal bonds, debt securities of government sponsored entities,
corporate securities, auction rate securities and U,S. Treasury instruments. The states in which we operaie prescribe
the types of instruments in which our subsidiaries may invest their cash: The weighted average taxable equivalent
yield on consolidated investments as of December 31, 2006 was approximately 5.27%.

Cash provided by financing activities was $11.1 million and $5.8 million for the years ended December 31,
2006 and 2005, respectively. The increase in cash provided by financing activities primarily related to reductions in
payments for capital lease obligations and debt issue costs and increases in cash flows from bank overdrafts.
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Our subsididries aré required to maintain minimum statutory capital requirements prescribed by various
jurisdictions, including the departments of insurance in each of the states in which we operate. 'As of December 31,
2006, our subsidiaries'were'in ‘compliance with'ail minimum statutory capital requirements, We anticipate the
parent conipany will be required to fund minimum net worth shortfalls during 2007.using unregulated cash, cash
equivalénts and investments. We believe as a result that we will continue to be in compliance with these
requirements for the next 12 months. ’ - - o T

] We fie‘l'iev‘é 'Lhat.inte_l'pal_ly generated funds ahdiavailablg funds under our Credit Agreement will be Stn_f_ﬁcient to
support continuing operations, capital expenditures and our growth strategy for at teast 12 moriths provided we are
not required to_post a supersedeas bond,,in'th_cQui‘ Tau litigation that exceeds funds available under our Credit
Agreement or that may‘.b.vg,i available to us under the Facilities or other forms of financing, '

v -
LI .t

The following table’}sﬁiﬁ:mérizés our material coniractital obligations, including both on- and off-balance sheet
arrangements, and our’ commitments at Décember-31, 2006 (in thousands): ' . '

Contractual Obligations - i+ 4 v -Total . 2007 . 1, . 2008 2009 2010 2011 +wThereafter

Lease financing! 7 "' vttt 0o L
Y T T A Y P PO P TP R ! . v _ L .
Operating lease, .~ . . ... C e - " .

' n obligations .. ... ... $92,609° $13,172 $11,324 $10,384  $10,082"" $9,675  $37.972
it s L, r L LI P -, it . LR . { - , ) o

(;a_pital lease gb}igayion_s e 7_1,264 : . 838 | 426 — — = —

Total lease!financing  -.» $93,873  $14.010  $11,750-  $10,384 - $10,082 $9,675 - $37,972

I ) P e T RN P oo
Lease Financing..c-iw . nt- w0 J0 e el e ' O R TN
TR LT

RO R A S N L T 1. ; . . .
., Operating 'L|ease, Obligations, = Our operating lease obligations  are primarily for payments under non-
O . R RS U B B L N H T X . ' ? ' 4 o
cancelable office space leases. oo . | . .
Lt . ' ) . 1 . " ' LR .

Capital l.';.easer Obligations. Qur capital lease obligations are primarily re|lated to leased’ furniture, fixtures
. i 2 LA SR LA A Al . . v b . . I A
and equipment. The terms of these lpascs are pormally between three and five years.
oL o Lt RO Lt e, - I, ' . . St -
FRS I TV & ST ATRPEETL B PO TR L S P B rero

Long-term Borrowings,......

[ I . R S I TR

' 'On*May 10, 2005; we enteréd into an amendment to our Credit Agreeinent, which, among other things,
provides'for commitnients' under our Credit Agreement of $150.0 million and terminates on ‘May 10, 2010. The
Credit Agreement was further amended on November 21, 2006. The Credit Agreement contains d provision which
allows us fo obtain,.subject to certain conditions, an increase in revolving commitments of up to an additional
$§O.g :dmjjlli‘c:)n. The Qfgcchls .of the Credit Agreement, are availqbl'e for general .corporate purposes, inciuding,
without limitation, permitted acquisitions of businesses, assets and technologies. The borrowings under the Credit
Agrg:en}g.r_n will accrue interest at one,of the following rates, at our option: Eurodollar plils._tpe applicable margin or
an alternate base rate plus th_c‘applicqbile_: Irhgufginl lee applicable margir'l for Eurodollar.lalérrowings is between
0.875% and 1.625% and the applicable margin for alternate base rate borrowings is between 0.00% and 0.75%. The
applicable margin will vary depending on our leverage ratio. The Credit Agreement is secured by substantially all of
the assets of AMERIGROUP. and its wholly-owned subsidiary, PHP Holdings, Inc., including the stock of their
respective wholly-owned managed care subsidiaries. There is a commitment fee on the unused portion of the Creédit
Agréement that ranges-from. 0.20% t0°0.325%, depending on our leverage ratio. During the year ended
December 31, 2006, the Company obtained two separate letters of credit through the Credit Agreement. A letter
of credit for $217,000 was obtained in connection with standard requirements of a lease for office space for its New
York subsidiary, CarePlus. A letter of credit for $50.4 million was obtained in November 2006 to the benefit of the
clerk of the United States District Court for the Northern District of Illinois on behalf of the Company and
AMERIGROUP Illinois, Inc. to stay the enforcement of a judginent in Qui Tam litigation in the United States
District Court for the Northern District of Illinois pending the resolution of the post trial motions. See ltem 3. Legal
Proceedings. As of December 31, 2006, there were no borrowings outstanding -under our Credit Agreement. »

* + In:order to stay the'execution of the-judgment-of the Court during the pendency of our appeal, we may be
required to establish’a supersédeas bond equal to an amount set forth by the Court in its final judgment, plus one year
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of interest. We may raise the necessary financing to collateralize a letter of credit in favor of the Court through any
combination of one or more-of the following: (i) borrowing additional amounts under our Credit Agreement;
(ii) using existing unregulated cash and investments; (ili) issuing debt, preferred stock and/or equity securities
{(including debt securities or preferred stock convertible into our common equity), under our shelf registration and/
or in one or more public or Rule 144A offerings or privately negotiated transactions; and/or (iv) entering into
additional credit arrangements. If we incur additional debt, it may limit our access to capital in the future which
could impact our ability to meet statutory net worth requirements in the states in which we do business and limit our
ability to pursue acquisition opportunities or enter new states. Additionally, any new credit arrangement may call for
significant debt service requirements and have less favorable interest terms than under our'current Credit
Agreement. Any issuance of equity securities or debt or preferred stock convertible into our equity securities
could have a material adverse effect on the trading price of our common stock. Depending upon the ultimate
outcome, the amount of the final judgment against us could negatively impact our liquidity and couid cause any
amounts borrowed, or otherwise owed, under the Credit Agreement to become due and payable '

In order to ensure available funds to collateralize a letter of credit for the required supersedeas bond on
January 19, 2007, we entered into a commitment letter with Goldman Sachs Credit Partners L.P. (GSCP) and
Wachovia Capital Markets, LL.C (WCM), for a senior secured credit facility of up to $600.0 million in the aggregate
(the Commitment Letter). Subject to the terms of the Commitment Letter, GSCP and WCM have' commltted to
provide (i) up to $550.0 million of financing under a senior secured synthetic letter of credit facility (the Syntheuc
LC Facility) and (ii) up to $50.0 million of financing under a senior secured revolving credit facility (the Revolver
Facility and collectively with the Synthetic LC Facility, the Facilities), each with a term of up to five years.

Should the Facilities be finalized, the primary purpose of the Synthetic LC Facility would be to collateralize an
irrevocable letter of credit for the supersedeas bond in order to stay the enforcement of the judgment, in the event the
Court enters a final judgment in excess of the initial $48.0 mllllon Jury verdict entered by the Court on November 2,
2006. The Revolver Facility would be expected to be available to refinance and supercedc the Company s existing
credit facility, for ongoing working capital and general corporate purposes.

The documentation govermng the Facilities has not been finalized and the actual tenns amounts and uses of
the Facilities may differ from those described herein. There can be no assurance that the parues will be able to
finalize the documentation governing the Facilities or that we will be able to satisfy the conditions to close the
Facilities. In the event that we are unable to close the Facilities, no assurance can be given that we would be able 1o
(i) obtain a bond in a form necessary to stay enforcement of the Judgment or (ii) arrange alternative financing
necessary to obtain a bond that would not have a material adverse effect on our financial position, results of
operation or liquidity. . - PR - .

The Commitment Letter conditions the availability of the Facilities on certain customary closing conditions,
including but not limited to (i) the absence of a material adverse change (other than the judgment), (ii) the éxecution
of satisfactory definitive loan and closing documentation, (iii) timeframe limitations, (iv) the accuracy of our
representations and warranties at closing, (v) the delivery of certain ﬁnanc1al stdiernents, and (vi) the satisfaction by
the Company and its subs:dlanes of a maximum levcrage ratio and a minimum unresmcted cash balance at closmg

The loan documents governing the Facilities are cxpected 1o contain representations and warranties, financial,
affirmative and negative covenants and events of default as are usual and customary for financings of this kind. Our
obligations under the Facilities will be secured by a first priority security interest in all assets of the Company and a
pledge of 100% of the capital stock of each domestic subsidiary (other than immaterial subsidiaries) of the
Company. :

v

Commitments

As of December 3 1, 2006, the Company has no commitments.

' B . oo [ .

Regulatory Capital and Dividend Restrictions . .o,

Our operations are conducted through our wholly-owned subsidiaries, which include HMOs and one PHSP.
HMOs and PHSPs are subject to state regulations that, among other things, requife the maintenance of minimum
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levels of statutory capital, as defined by each state, and restrict the timing, payment and amount of dividerids and
other distributions that may be paid to their stockholders. Additionally, certain state regulatory agencies may
require individual regulated entities to maintain statutory capital levels higher than the ‘state regulations. As of
December 31, 2006, we believe our subsidiaries are in compliance with all minimum statutory capital requirements.
We anticipate the parént company will be required to fund minimum net worth shorifalls during 2007 using
urregulated cash, cash equivalents and investments. We believe as a result that we will continue to be in compliance
with these requirements at least through the énd of 2007: .

The National Association of Insurance Commissioners (NAIC}) has defined risk-based capital (RBC) standards
for HMOs and other entities bearing risk for healthcare coverage that are designed to identify weakly capitalized
companies by comparing each company’s adjusted surplus to its required surplus (RBC ratio). The RBC ratio is
designed to reflect the risk profile of HMOs. Within certain ratio ranges, regulators have increasing authority to take
action as the RBC ratio decreases. There are four levels of regulatory action, ranging from requiring insurers 1o
submit a comprehensive plan to the state insurance commissioner to requiring the state insurance commissioner to
place the insurer under regulatory control. At December 31, 2006, the RBC ratio of each of the Company’s health
plans was at or above the level that would require regulatory action. Although not all states had adopted these rules
at December 31, 2006, at that date, each of the Company’s active HMOs had a surplus that exceeded either the
applicable state net worth requirements or, where adopted, the levels that would require regulatory action under the
NAIC’s RBC rules. o S ‘ ’ T T ' '

Inflation

Although the general rate of inflation has remained relatively stable and healthcare cost inflation has stabilized
in recent years, the national healthcare cost inflation rate still exceeds the general inflation rate. We use various
strategies to mitigate the negative effects of heaithcare cost inflation. Specifically, our health plans try to control
medical and hospital costs through contracts with independent providers of healthcare services. Through these
contracted care providers, our health plans emphasize preventive healthcare and appropﬁate‘use of specialty and
Hospital services. . ’ '

Off-Balance Sheet Arrangeménts o o 'l ‘.

Our off-balance sheet arrangements at December 31, 2006 include future minimum rental commitments of
$92.6 million. We have no investments, loans or any other known contractual arrangements with special-purpose
entities, variable interest entities or financial partnerships. During the year ended December 31 2006, the Company
obtained two letters of credit through our Credit Agreement. A letter of credit for $217,000 was obtained in
connection with standard requirements of a lease for office space for its New York subsidiary, Care Plus. A letter of
credit for $50.4 million was obtainéd in November 2006 for the benefit of the clerk of the United States District
Court for the Northern District of Illinois on behalf of the Company and AMERIGROUP Illinois, Inc. to stay the
enforcement of a judgment in Qui Tam litigation in the United States Di_sh'iCt Court for the Northern District of
Illinois pending the resolution of post trial motions. See Part [, Item 3, Legal Proceedings.

Item 7A.. Quantitative and Qualitative Disclosures About Market Risk

“As of December 31, 2006, we had short-term investments of $167.7 million, long-term ‘invest'ments of
$431.9 million and investments on deposit for licensure of $68.5 million. These investments consist of highly liguid
investments with maturities between three months and eight years. These investments are subject to interest rate risk
and will decrease in value if market rates increase. Credit risk is managed by investing in highly-rated securities
which include U.S. Treasury securities, debt securities of government sponsored entities,- municipal bonds,
commercial papet, auction rate securities, asset back securities and money market funds. Qur investment policies
are subject to revision based upon market conditions and our cash flow and tax strategies, among other factors. We
have the ability to hold these investments to maturity, and as a result, we would not expect the value of these
investments to decline significantly as a result of a sudden change in market interest rates. As of December 31,2006,
d hypothetical 1% change in interest rates would result in an approximate $6.7 million change in ¢ur annual
investment income or $0.08 change in diluted earnings per share. ~ ) ' -
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockho!dcrs
AMERIGROUP Corporatlon

We have audited the accompanying consolldated balance sheets of AMERIGROUP Corporation and sub-
sidiaries as of December 31, 2006 and 2005 and the related consolidated income statements and consolidated
statements of stockholders’ equity and cash flows for each of the years in the three-year period ended December 31,
2006. These consolidated ﬁnancml statements are the responsibility of the Company’s management, Our respon-
sibility is to express an opinion’ on these consolidated fi nancial statements based on our audlts

We conducted our audits in accordancc with the standards of the Public Company Accoummg Oversnght Board
{United States): Those standards require that we plan and perform the andit 1o obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis' for our opinion.

In our opinion, the consolidated ﬁnancna] statements referred to above prescnt fairly, in all material respects,
the financial position of AMERIGROUP Corporation and subsidiaries as of December 31, 2006 and 2005 ‘and the
results of their operations and their cash flows for each of the years in the three-year period ended December 31,
2006 in conformity with U.S. generally accepted accounting principles.

As discussed in Note 2 to the consolidated financial statements, effective January 1, 2006, AMERIGROUP
Corporation adopted the provisions of Statement of ‘Financial Accounting Standards No. 123(R}, Share-Based
Payments. - e .

We also have audited, in accordance with the standards, of the Public Company Accounting Oversight Board
(United States), the effectiveness of AMERIGRQUP Corporation’s internal control over financial reporting as of
December 31, 2006, based on criteria established in Internal Control — Integrated Framework, issued by the
Committee of Sponsoring Organizations of the Treadway Commission (COSO), and our report dated
February 23, 2007 expressed an unqualified opinion on management’s assessment of, and the effective operauon
of, internal control over financial reporting. = :

/s KPMGLLP --.t -, , ‘ . ‘
Norfolk, Virginia . . . ‘ ) o S
February 23, 2007 S . C .
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Item 8. Financial Statements and Supplementary Data” " *
AMERIGROUP CORPORATION AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
_ (Dollars in thousands, except per share data)

2006 2005
ASSETS
Current assets: : “
Cash and cash equivalents. . . ............... e $ 176,718 $ 272,169
" Short-term investments . . . . . . .. S e ' 167,703 130,054
Premium receivables. . . oo o e e 63,594 76,142
Deferred income taXes . ... ...vi vt 21,550 o 11,972
Provider and other receivables. . ... ... e e L 44,098 24,783
Prepaid expenses and other current assets . ................... ' 27,446 13,009
Total CUITENE ASSELS . . . .« v o v v rv et aene e anenenneenene 501,109 528,129
.Long-term investments . . ... ............. e P © 431,852 184,883
Investments on deposit for licensure . . ... 68,511 56,657
Property and eqUIPIENt, DL . , . .. .. oo ai e 46,983 36,967
Software, net of accumulated amortization of $34,447 and $27,016 at ’
December 31, 2006 and 2005, respecuvcly ................... 34,621 24,697
Other IONZ-1EIM 8SSELS . . . oL oWt e v e et e s 7,279 7,140
" Goodwill and other intangible assets, net of accumulated amortization
of $27,707 and $23,166 at December 31, 2006 and 2005, .
respecuvely .......................................... 255,340 -255,115

- $ 1,345,695

$ 1,093,588

! “ LIABILITIES AND STOCKHOLDERS’ EQUITY

Current liabilities: _ - ,
Claims payable. .. .......cooveeoanenns I [ L0008 385204 S 348,679
Accounts payable . - ... 0. ... ... ... e 6,285 7,243
Uneamned TEVENUE . . . . - o v o ittt e in et e e e e s 63,765 32,598
Accrued payroll and refated liabilities ... .......... oo 39,951 17,978
Accrued expenses and other current liabilities . .. .............. 66,922 26,730
Current portion of capital lease obligations . .................. A{:’,QS 1,642
Total current Habilities .. .. .....vvoeereneeeien oo 562922 434,870
Capital lease obligations less current portion. .. ..........covnnn. 415 1,175
Deferted INCOME LAXES . . . . v v v n e v tns et e et aaaanarsanss 1,637 10,273
Other long-term liabilities. . .. ... .. .. i 6,136 5,716
Total Labilities . ... .ot i e 577,110 452,034
Commitments and contingencies (note 11)
Stockholders’ equity:
Common stock, $0.01 par value. Authorized 100,000,000 shares;
issued and outstanding 52,274,552 and 51,567,340 at
December 31, 2006 and 2005, respectively. .. ............... 523 516
Additional paid-in capital . ... ... .. 391,515 371,744
Retained €armings. . .. .. .. .vvvin it on v raia i 376,547 269,294
Total stockholders’ equity . ... ..c.oviuri e 768,585 641,554

$ 1,345,695

$ 1,093,588

See accompanying notes to consolidated financial statements.
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AMERIGROUP CORPORATION AND SUBSIDIARIES -~ .. . .
CONSOLIDATED INCOME STATEMENTS

. N - Years Ended December 31,
o ' I 2006 . 2005 2004
] . t Lo ' (Dollars in thousands, except for per share data)
Revenues: L '
Premium......... ...... P Lot $27958100 8 2311,599  § 1,813,391
lnvgstment incomeandother .. ....................... 39,279 - 18,310 ' 10,340
Total Tevenues .« . .. .......... . e ... 2835089 . 2329909.. 1823731
Expenses: e - " v
Health benefits . . . ... R e 2,266,017~ 1,957,196 1,460,097
Selling; ‘general and gd'ministrative. e e e ‘ 369,896 ' 258,446 .' 191,915
Depreciation and amortization™. . . . . . e FER 25,486 26948 20,750
Interest . . ........... L T a 608 608 . 731
Total expenses. . . .. e AR e 2,662,007 . 2,243,198 - I,682,493
Iﬁéomc before income taxes. . . PR e . ' 173,082 8'6,7171 ‘14],238
Income tax expense. ............... e L..... . 65976 . 33060 . . 55224
N . Netincome ...... e e $ 107,106 $ 53,651 . § - 86,014
: o L Yo, - NI - T . -
Net income per share: S L] . ST R R '
Basic net'income pershare .............. ... ... ..... $ 207 3. 105-:% - 173
Weighted 'al':fe'rage Huﬁlber of_Eommon shares-outstanding . . . . 51,863,999 51,213,589 49,721,945
Diluted net income per share;. . »o, covoavl Lo, 30 0 202 -8 1.02- $ 1.66
Weighted average number of common shares and dilutive S
potential common shares outstanding . . . . . P 53,082,933 52,857,682 51,837,579
1
\ :“‘ . ~ T
) R v
‘ “ )
1 L i P .
v T o
RPN K ’
See-dccompanying' notes to-consolidated financial statements.
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AMERIGROUP CORPORATION AND SUBSIDIARIES
CONSOLIDATED-STATEMENTS:! OF STOCKHOLDERS’. EQUITY

+

See accompanying; notes to consolidated financial.statements.
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BT ALY RNIN (¥I SML AT Common Stock Addilional Total
ol S T Pald-In Retained Deferred Stockholders’
. - IR T Shares Amount Caplta Earnings Compensation Equity
N Tord i d e g {Dollars in thousands)
Balances at January 1, 2004 ....... 48,889,244 $ 489 $ 331,506 § 129,776 $(57) " § 461,714
Common stock issued upon exercise B S T -
. of*stock options and.purchases R ' . .
- under the employee slock purchase R T R o T Y L VUL CHL SR '
plan ...l t.' ........... 1,640,480 ... . 16 12,902 = = 12918
Tax benefit from exerc1se &f stock ' e " ,'~..~' I 1 :ﬁ. o ‘ -
OPUONS ... S - — 8,009 N :;t .= — - 8,009
Amortization of deferred LTI -
. compensanop ..... I FTERE - = — — — r 57 C57
‘Netincome. . S 1. A pl v T 0 ge014 - e 86014
Balances at- December 31 2004. ... :50,529.724 505 - 352,417 215,790 — 568,712
. A 4 P RS X PR R
Common stock issued upon exercise ' E e I ' .
. of stock options and purchases ) e .
,under the employee stock purchase - _ _
Tplan ... e e 1,037,616 1 10,756 e 10,767
Tax,benefit from exercise of : + 7 L e N o
OPHONS . :n . o N e - — = 85 . = 8,571
Other....'..'.......‘..‘ ......... C— e e = e (AT — (147)
Net income..,;.". . e — = — 53651 1 — 153,651
Balances at December 31 2005. ...+ 51,567,340 516" " 371."744 ‘ 269,294 .1 — 641,554
Common stock issued upon exercise - L L ‘
of stock options, vesting of 1. ,
restricted; stocK grants, and | (
‘purchases under the employee ' L
stock purchase plan... . ......... 707,212 7 8,683 — © 8,690
Compensation expense related to :
share- based payments . ......... _ — 8,477 R.477
Tax benefit from exercisé of stock Tt T e
options . .......... LR : — —_ 2,611 . — o261l
Other ... .. PP S RREEE e L S Y
Net lneome. I TAREEES — = 07006 0 — ' _ 107,106
Balances at December 31 2006 ...... 52,274,552 $ 523 $ 391,515 §-376547 § - $ 768,585
DRI "'l.,"' fan T Tyl iy Tl it i Y BPR L R -
’ IR PR R i FEA P ! Lo !
v . e 2
N y
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AMERIGROUP CORPORATION AND SUBSIDIARIES
" CONSOLIDATED STATEMENTS OF ‘CASH FLOWS'%* -

-'r ‘ g . -,-!.: ,‘ . Co Years Ended December 31,
o . . : e - 2006 2005 2004
- LT Tt Tt (Dollars in thousands)
Cash flows from operating activities: .+ | . ., . e
Netincome. ......................... [N e $ 107,006 § 53651'S 86 014
Adjustments to reconcile net income o net cash provided by operating activities: Ty e S
Depreciation and amortization . . ... .. ..ot i e -1 95486 L1 126948 4 20 750
Loss (gain) on disposal or abandonment of property, equlpmcnt and software. . . ... 4 725+ coo(61) ab 971
"** Deferred tax (benefit) expense . .....7... L S A (12,214 . . (1,247 + 2:878
Compensation expense related to share-based Payments .. ........ ..., 8,477( . ! .=
Tax benefit related 1o exercise of stock opuons .......................... - © 8571 T 8,009
‘Amortization of deferred compensation B [ ) — - 57
Changes in assets and liabilities increasing (decreasing) cash flows from operations: Tt oo
Premium receivables . .« ... . L e 12,548 (26,234) - (5,822
. Prepaid expenses, provider and other rece:vablcs and other current assets. ... ... (21,683) (15919) | .(2,742)
Otherassets . .. ......... S PR e e e " {647) (1,074 T (941)
7+ Claims payable. . ... R T ST T LY R - DI . 36,525 80,002, . 172
Accounts payable, accrued expenses and other current liabilities. . . ... ..... . 47, 41 . (9.049) 9234
UnEAmed TEVEMUE . . . . ..ot e e et et e e et e e e e e ] T 31,167 1,723) * (20,096)
Other long-term liabilities. . . .. ... ... .. ... . . . . i Heut 430 v T(760) 0 T 2,027
Net cash provided by operating acuvmcs ........ e e " 235,651 113,105 * 102,060
Cash flows from investing activities: n . ' , ,
Proceeds from sale of available-for-sale securities. . . ........... ... ... ..t 1,576,108 't 1,120,383 *-5,121:916
Purchase of available-for-sale securities. . 1+ ..% ... ... S o (1,602,946) (1,027,478) (4,972,080)
Proceeds from redemption of held-to-maturity securities .................... e 383,466 214,333 74,971
.Purchase of held- to-matunty sccunllcs ................................. (641,099)  (237,393)  (158,663)
Purchase of property and equipment and software . ... . . . . e e T (41,102) (25.319) " (25,727)
- - Proceeds from redemption of;investments on deposit for llcensure. T . 750006 46,064 35,525
Purchase of investments on deposit for licensure. . .. ....... ... . ... {61,860) (56,329) (38,544)
Purchase price adjustment (paid) received . . .. .. ... . .covuiiinneniinni.a, too@66) 0 0 ! 512
Stock acquisition, net of cashacquired .. ... ... L. et {107,645) ¢ —
Net cash {used in) provided by investing activities .................... (342,193) * (713.884) ‘37910
Cash flows from financing activities: sigy - 8 . ™ B B o
Net increase (decrease) in bank overdrafis . . .. . .. ot oL f— (5,315)
Payment of debt issuance costs .. ... ... . .. e = (1826) "y —
‘Payment of capital lease obhgauons O (1,607  (3,323) (4,473)
Proceeds from exercise of; stock options and employee stock purchascs ........... . 8,690 10,767 L1238
Tax benefit related to exctcisc of stock options .. ........... ool 2,611 - —
Net cash provided by. ﬁnancmg activities. . ... .. ... ..o 11,081 5,818 3,130
Net (decrease) increase in cash and cash cquwa]ents ........................ s, (95.451) 45039 l43 100
Cash and cash equivalents at beginning of YEar . .. ... v.vevivrvrmmanee.nn., 272,169 - 227,130 - 84,030
Cash and cash equwalcnts at end of year:. . HEI “ Y S S R ST $v 176,718 §+ 272,169 $ 227,130
Supplemental disclosures of cash flow information:
Cash paid fOr IDeTEst . . . . oo\ttt et e e e e e $ 576 3 621 3 717
Cash paid fOr INCOME TAXES . . . . . v\ vttt ettt et a e e naens $ 65917 § 27494 § 53,628

On January 1, 2005, we completed our acquisition of CarePlus, LLC, which operates as CarePlus Health Plan
(CarePlus). The following summarizes cash paid for this acquisition through December 31, 2006:

Assets acquired, including cash of $27,755 . .. .. .. i i e it $177,144
LiabilifIes assumed. . . ..o oottt e e e e e e e e e e 36,978
Netassets acquired . . . ... ...ttt i i i et e i e $140,166

See-accompanying notes to consolidated- financial statements.
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AMERIGROUP CORPORATION AND SUBSIDIARIES

E T I i 4

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
cw v - -December 31, 2006, 2005 and 2004
(Dollars in thousands, except for per share data)

=) R t R R . . [T
vy '

ot ' ! 5 T BT N { [ . Lo T

1) Corporate Organization and Prmclples of Consohdatlon PR S

R B [T I R .1,4 T, feoq

(a) Corporate Orgamzanon, .

KA . o |,,u ,' ' C o, L L

......

AMERIGROUP Corporauon (the Company) a Delawa.re corporatlon is"a multi-staté managed healthcare
company focuséd on servmg people ii¥ho redeivé healthtare beneﬁts through pubhcly sponsored programs,
including Medicaid, State Children’s Health Insurance Program (SCHIP) FaImlyCare and Special Needs Plans
(SNP) for meimbers who ‘are eligible for both Medicaid and Medlcare or “dual e11g1bles” '

. The company was mcorporated in 1994 and began operapons of its wholly owned sub51d1anes to develop, own
and operate as health maintenance orgamzanons (HMOs) The Company’ s wholly owned subsidiaries as of
December 31, 2006 are as follows:
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. AMERIGROUP Flonda lnc R I_.-,AMERIGROUP- So.uth Cnrolina,tlnc.

r . AMERIGROUP linois; Inc.. . ..+ . -.* AMERIGROUP Tennessee, Inc,
o ‘.« AMERIGROUP.Indiana, In¢: -+ &  « AMERIGROUP Texas, Inc. .
'« AMERIGROUP Maryland, Inc: -~ * " " **' « AMERIGROUP Virginia, Ine. -~ -~ *
+ AMERIGROUP Nevada, Inc. ‘ + AMGP Georgia, Managed Care '
N + AMERIGROQUP New Jersey, Inc.’» © ~. .. «»'Company, Inc.' 1= v~ ST
b AMERIGROUP New Mexico,Tic. ©~ + 7 » CarePlus; LLC,a Prepaid Health
T AMERiGR(;)UIj’C?hic;;:-Ii}C"; ! *' Y " Services Plan = - ‘“:7“ .

. Intelhdent IPA Inc

. PHP Holdmgs Inc a holdmg company
that is the parent company for
AMERIGROUP Florida, Inc. S
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"On December’14 2004, our Board'of D1rectors approved a two-for:one split of our common stock effected in
the form of a one hundred percent stock dividend: As-a resu}t of the stock split, our stockholders received one
additional share of our common ‘stock for each shatre 'of common stock held of tecord on.December 31, 2004 The
additional shares of our common 'stock were dlstnbuted on January' 18, 2005.'All share and per share amounts in
these consolidated ﬁnanc1a1 ‘statenents and related notes have’ been ret:roacuvely adjusted to reflect this stock split
for all periods presented. - < < 7 4T e AT s R
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(b) Principles of Consolidation - - - - oo Tl

The consohdated financial statements mclude the financial statements of AMERIGROUP Corporanon and our
sixteen wholly- owned subsidiaries. All significant 1ntercompany balances and transactions have been eliminated in
consolidation.
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2) - Summary of Slgniﬁcant Accountmg ‘Policies and, Practlce,s N
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{a) Cash Equrva-lems

We consider all highly liquid temporary investments with original maturities of three months or less to be cash
equivalents. We had cash equivalents of $142,291 and $190,398 at December 31,.2006 and 2005, respectwely,
which consist, of commercial paper, and municipal bonds... * n. vy« .
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AMERIGROUP CORPORATION AND SUBSIDIARIES i
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

(b) Short and Long-Term Investments and Investments on Deposit for Licensure

Short and iong-term investments and investments on deposit for licensure at December 31, 2006 and 2005
consist of certificates of deposit, commercial paper, money market funds, U.S. Treasury securities, corporate
securities, debt securities of government sponsored entities, municipal bonds and auction rate securities. We
consider all investments with original maturities greater than three months but less than or equal to twelve months to
be short-term investments. We classify our debt and equity securities in one of three categories: trading,
available-for-sale or held-to-maturity. Trading securities are bought and held principally for the purpose of selling
them in the near term. Held-to-maturity securities are those securities in which we have the ability and intent to hold
the security until maturity. All other securities not included in trading or held-to-maturity are classified as
available-for-sale. At December 31, 2006 and 2005, our auction rate securltles are classified as available-for-sale.
All other securities are classified as held-to-maturity.

Available-for-sale securities are recorded at fair value. Changes in fair value are reported in other compre-
hensive income until realized through the sale or maturity of the security.

Held-to-maturity securities are recorded at amortized cost, adjusted for the amortization or accretion of
premiums or discounts. A decline in the market value of any held-to-maturity security below cost that is deemed
other than temporary results in a reduction in carrying amount to fair value. The impairmeént is charged to earnings
and a new cost basis for the security is established. Premiums and discounts are amortized or accreted over the life
of the related held-to-maturity security as an adjustment to yield using the effective-interest method, Dividend and
interest income is recognized when earned. .

“

Included in short-term and long-term investments are auction rate securities totaling $121,090 and $94,105 at
December 31, 2006 and 2005, respectively. Auction rate securities are securities with an underlying component of a
long-term debt or an equity instrument. These auction rate securities trade or mature on a shorter term than the
underlying instrument based on an auction bid that resets the interest rate of the security. The auction or reset dates
occur at intervals that are typlcally less than three months providing high liquidity to otherwise longer term
investments. :

(c) Property and Equipment -

Property and equipment are stated at cost less accumulated depreciation and amortization. Depreciation and
amortization expense on property and equipment is calculated on the straight-line method over the estimated useful
lives of the assets. Property and equipment held under capital leases and leasehold improvements are amortized on
the straight-line method over the shorter of the lease term or estimated useful life of the asset. Depreciation and
amortization expense on property and equipment was $13,714, $12,978 and $12,495 for the years ended
December 31, 2006,-2005 and 2004, respectively. The estimated useful lives are as follows:

Leasehold Improvements. . . . ...t ot e e e i e e e 3-15 years

Furniture and fixtures . .. ... ... .. e e 5-7 years

BQUipment . ... e e e 3-5 years
(d) Seftware

Software is stated at cost less accumulated amortization in accordance with Statement of Position 98-1,
Accounting for the Casts of Software Develaped or Obtained for Internal Use. Software is amortized over its
estimated useful life of three to ten years, using the straight-line method. Amortization expense on software was
$6,723, $5,477 and $4,121 for the years ended December 31, 2006, 2005 and 2004, respectively.

( e) Goodwill and Other Intangibles

Goodwill represents the excess of cost over fair value of businesses acquired. In accordance with Statement of
Financial Accounting Standards No. 142, Goodwill and Other Intangible Assets (SFAS No: 142), goodwill and
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AMERIGROUP CORPORATION AND SUBSIDIARIES
NOTES .TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

intangible assets acquired in a purchase.business combination ‘and determined to have an indefinite useful life are
not amortized, but instead tested for impairment at least annually. SFAS No. 142'also requires that intangible assets
with estimable useful lives be amortized over their respective estimated useful lives to their estimated residual
values, and reviewed for impairment.in accordance with Statement of Financial ‘Accounting *Standards No. 144,
Accounting for Impairment or Disposal of Long-Lived Assets.

(f} Other Assets.

. . N R R
Other assets include cash on’deposit for payment of claims under administrative services only arrangements,
deposits, debt issuance costs and cash surrender.value of life insurance policies. ..~

(g) Income Taxes - . - . R T

Income taxes are accounted for under the asset and liability method as mandatéd by Statement of Financial
Accounting Standards No. 109, Accounting for Income Taxes (SFAS No. 109): SFAS No. 109 requires recognition
of deferred tax assets and liabilities for the expected future tax consequences of events that have been recognized in
our financial statements or tax returns. Deferred tax assets and liabilities are megsqr‘éd using enacted tax rates. The
effect on deferred tax assets and liabilities of a change in tax rates is recognized iq\inc':‘(_)me in the period that includes
the enactment date. L o
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(h) Premium Taxes = I T W g
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Taxes based on premium revenues are currently, paid by our.plans in the States of Texas, New Jersey (beginning

July 1, 2004), Maryland (beginning April 1, 2005), New York (beginning January 1, 2005), Ohio (beginning

September 1, 2005) and Georgia (beginning June 1, 2006). Premium tax expc;lsq totaled $47,100, $25,903 and

$14,054 in,2006, 2005 and 2004, respectively, and is.included in selling, general and administrative expenses.
Premium taxes range from 2% to 6% of revenues or are calculated on a per member per month basis.
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(i) Stock-Based Coriiperisation . T
' On December 16, 2004, the Financial Accounting Standards Board issued-Statcment of Financial Accounting
Standard No. 123 (revised 2004) (SFAS No. 123(R)), Shared-Based Payment, which is a revision of SFAS No. 123.
SFAS No. 123(R) supersedes Accounting Principles Board Opinion: No. 25, Accounting for Stock Issued to
Employees, (APB Opinion No. 25), Statement of Financial Accounting Standards No. 148, Accounting for Stock-
Based Compensation and amends Statement of Financial Accounting Standards No. 95, Statement of Cash Flows.
SFAS No. 123(R) establishes the accounting for transactions in which an entity pays for emblbyéé services in share-
based payment transactions.. SFAS No. 123(R) requires companies, lo measure the cost of employee services
received in exchange for an award of equity instruments based on the grant date fair value of the award. The fair
value of employee shqrs: options and similar instruments is estimated using option-pricing models adjusted for, the
unique characteristics of those instruments. That cost is recognized over the period during which an employee is
required- to provide service in.exchange for the award. The Company adopted SFAS No. 123(R) effective
January 1, 2006, using the modified-prospective transition method. Under this method, compensation 'c'ost is
recognized for awards granted and for awmd;lmodiﬁéq, repurchased; or cancelled in the period after adoption.
Compensation cost is also recognized for the unvested _bqnign,_of_. awards granted prior to adoption. Prior year
financial statements are not restated. The Company’s results for the year ended December 31, 2006 inch_lfie $8,462
of selling, general and administrative expenses related to the adoption of SFAS No. 123(R). Net earnings for the
year.ended December 31, 2006 were reduced by. $5,776 or'30.11 per basic and diluted-share. Additionally, upon
adoption of SFAS No. 123(R), excess tax benefits related to stock compensation are presented as a cash inflow from
financing activities. This change had the effect of decreasing.cash flows from operating activities and increasing
cash flows from financing activities by $2,611 for.the year ended December 31, 2006, - - . LA
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AMERIGROUP CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

‘For the years ended December 31, 2005 and 2004, the Company accounted for stock based compensation plans
under APB Opinion No. 25. Compensation cost related to stock options issued to employees was recorded only if
the grant-date market price of the underlying stock exceeded the exercise price. The following table illustrates the
effect on net income and earnings per share if the Company had applied fair value recognition.

2005 2004

Net income: o
Reported netingome . ... ... ot i e $ 53,651 % 86,014

- Peduct: Total stock-based employee.compensation expense determined - o
under fair value based method for all -awards, net of related tax 2 CE
L = - 16,563 9,321
Proformanetincome .. ...... ... .. et $ 37,088 - § 76,693

Basic net income per share: ,
| Reported basic net income per share et et $ 105 % 173
"Pro forma basic net income per share. . .. ... e - 0.72 ©1.54

Diluted nét income per’sharé; - T o RER

""Reported diluted ret income per share .. ... ... PR e $ 102 $ 166
Pro forma diluted net income pershare . ... ...................... 0.70 1.49

On August 10, 2005, the Compensation Committee approved the immediate and full acceleration of vesting of
approximately 909,000 “out-of-the-money” stock options awarded on February 9, 2005 to employees, including its
executive officers; under the Company’s annual bonus program pursuant to its 2003 Equity Incentive Plan
(the “Grant”). No other option grants were affected. Each’ stoék option issued as a part of the Grant has an
exercise price which is greatér than the closing price per share on the date of the Compensation Committee’s action.
The purpose of the acceleration was 10 enable the Company to avoid recognizing compensation expense associated
with these options in future periods in its consolidated income statements, as a result’of Statement of Financial
Accounting Standards No. 123 (revised 2004} (SFAS No. 123(R)). The pre-tax charge avoided totals approximately
\) $8,900 which would have been recognized over the years 2006 and 2007. This amount has been reflected in the

proforma disclosures of the 2005 consolidated year-end financial statements. Because the options that were
accelerated had a per share exercise price in excess of the market value of a share of the Compdny’s comimon stock
on the date of acceleration, the Compensation ‘Committee determined that the expense savings outweighs the
objective of incentive compensation and retention.

. () Premium Revenue , . . e
. + .- " b 1

' We record premium revenue based on membership and premium information from each government partner.
Premiums are due monthly and are recognized as revenue during the period in which we"are obligated to provide
services to members. In all of our states €xcept Virginia, we are eligible to receive supp]e’memal payments for
newborns and/or obstetric'deliveries. Each” state contract is specific as to what is required béfore payments are
generated. Upon délivery of a newborn, each State is notified according to our cortract. Revenue is recognized in the
period that the delivery occurs and the related services are provided to our member. Additionally, in some states we
receive supplemental payments for certain services such as high cost drugs and early childhood prevention
screemngs Any amounts that have been earned and have not been received from the state by the end ‘of the petiod
are recorded on our balance sheet as premium recewables

During the year ended December 31, 2005, we reversed approximately $6,100 of unearned revenue related to
reserves established during the year ended December 31; 2004. The reserves related to a potential. premium
recoupment in the State of Maryland to comply with minimum.medical expenditure requirements as interpreted by
the State at that time. These reserves were reversed as a result of further discussions with the State which determined
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

that no amounts were due. Net of the related tax effect, net income increased approximately $3,800, or $0.07 per
diluted share for the year ended December 31, 2005 as a result of the favorable resolution of this issue.

During the year ended Decérr_lbér 31, 2006, we réversed approximately $6,300 of unearned revenue related to
reserves established during the year ended Decemnber 31, 2005. The reserves related to potential premium
récoupm'e_nts as a result of enrollment eligibility' issues in the States of Florida and Texas. These reserves were
reversed as a result’ of furthér discussions with the States involved that eliminatéd the potential premium
recoupment.. Net of the related tax effect, net income increased approximately $3,900, or $0.07 per diluted share
for the year ended December 31, 2006 as a result of the favorable resolution of these issues.

. ' Doring the year ended December 31, 2006, we recorded a reserve of approximately $5,200 of unearned
revenue for a potential premium recoupment related to the provision of comprehensive behavioral health care
services in accordance with the Florida Statute for the 2004 and 2005 contract years. Net of the related tax effect, net
income decreased by approximately $3,200 or $0.06 pet diluted share for the year ended December 31, 2006 as a
result of this'reserve.’ T o " .

1 - . . .. . i

(k) ‘Experience Rebdte Payable
Experience rebate payable, included in accrued expenses, capital leases and other current liabilities, consists of
estimates of amounts due under contracts with a state government. These amounts are computed based on a
percentage of the contract profits as defined in the contract with the state. The profitability computation includes
premium revenue earned from the state less actual medical and administrative costs incurred and paid and less
estimated unpaid claims payable fof thé applicable membership. The unpaid claims payable estimates are based on
historical payment patterns using actuarial techniques. A final settlement is genérally made 334 days after the

contract period ends using paid claims data and is subjéct to audit by the State any time thereafier. Any adjustment
made to the experience rebaté payable as a result of final settlement is inclided in current operations.

(1) Claims Payable

Accrued medical expenses for inpatient, outpatient surgery, emergency room, specialist, pharmacy and
ancillary medical clainis includé amounts billed and not paid and an estimate of costs incurred for unbilled services
provided. These liabilities are ‘principally based on historical payment patterns while taking into consideration
variability in those patterns using actuarial techniques. In addition, claims processing costs are accrued based on an
estimate’ of the costs fiecessary to process unpaid claims. Claims payable are reviewed and adjusted periodically
and, as adjustments are made, differences are included in current operations. : -

During the vear ended December-31, 2006, we decreased our actuarial best estimates for health benefits
expense by approximately $28,700 related to reserves established during the year ended December 31, 2005. This
decrease was determined using actuarial-analysis based upon the additional-claims paid during 2006. Net of the
related tax effect, net income increased approximately $17,600, or $0.33 per diluted share for the year ended
December 31, 2006 as a result of this decrease in claims estimates. ‘ . ’ ‘

(m) ,Sto_p-loss Coveri;gé

~w  Stop-loss premiums, net of recoveries, are included-in health benefits expense in the accompanying consol-
idated income statements. . o : . : o
"-(n) Impairment of Long-Lived Assets

. Long-lived assets, such as property and equipment and pu'rghaséd intangibles subject to-amortization, are
reviewed for impairment whenever events or changes in circumstances indicate that the carrying amount of an asset
may not be recoverable. Recoverability .of assets to be held and vsed is measured by a comparison of the carrying
amount of an asset to estimated undiscounted future cash flows expected to be generated by the asset. If the carrying
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‘ AMERIGROUP CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

amount of an asset exceeds its estimated future cash flows and the assets could not be used within the Company, an
impairment charge is recognized by the amount by which the carrying amount of the asset exceeds the fair value of
the asset. Assets to be disposed of would be separately presented in the consolidated balance sheet and reported at
the lower of the carrying amount or fair value less costs to sell, and are no longer depreciated. The assets and
liabilities of a group classified as held for sale would-be presented separately i in the appropriate asset and liability
sections of the conselidated balance sheet. No impairment of long-lived assets was recorded in 2006, 2005 or 2004,

Goodwill is tested annually for impairinent, and is tested for impairfnent more frequently if events and
circumstances indicaté that the asset might be impaired. An impairment loss'is recognized to the extent that the
carrying amount exceeds the asset’s fair value. This determination is made at the reporting unit level and consists of
two steps. First, we determine the fair value of a reporting unit and compare it to its carrying amount, Second if the
carrying amount of a reporting unit exceeds its fair value, an impairment loss i is recognized for any excess of the
carrying amount of the repomng unit’s goodwill over the implied fair value of that goodwﬂl The implied fair value
of goodwill is determined by allocating the fair value of the reporting unit in a manner similar to a purchase price
allocation, in accordance with SFAS No. 141, Business Combinations. The residual fair value after this allocation is
the implied fair value of the reporting unit goodwill. No impairment of goodwill was recorded in 2006, 2005 or
2004 o7 o

(o) Net Income Per Share: . .- '

-y

. Basic net income per share has been cornputed by d1v1d1ng net income by the weighted average number of
common shares outstanding. D|Iuted nel income per share reflects the potential dtlutton that could occur assummg
the inclusion of dilutive potenttal common shares and has been computed by dwldmg net mcome by the wetghted
average number of common shares and dilutive potential common shares outstanding. Dilutive potential common
shares include all outstandlng stock options after applying the treasury stock. method o the extent the options are
dilutive.

(p) Use of Estimates

QOur management has made a number of. esttmates and assumptlons relatmg to the’ reportmg of assets and
liabilities and the disclosure of contingent assets and liabilities at the date of the consolidated ﬁnanc:tal statements
and the reported amountis of revenues and expenses during the repomng period to prepare these_consolidated
financial statements in conformity with U.S. generally accepted accounting pnn_cnples Actual results could differ
from those estimates. '

VN

(g} Reclassifications '

Certain reclassifications have been made to prior year amounts to conform to the current year presentation.

",

(r) Recent Accounting Standards _ : . . C L

Oun July 13, 2006, the Financial Accounting Standards Board (FASB) issued Interpretation No. 48 (FIN 48),
Accounting for Uncertainty in Income Taxes, which is effective for the Company on January 1, 2007. FIN 48
clarifies the accounting for uncertainty in income taxes recognized-in the financial statements in accordance with
FASB Statement No. 109, Accounting for Income Taxes. This interpretation provides guidance on the financial
statement recognition and measurement of a tax position taken or expected to be taken in a tax return, For a tax
benefit to be recognized, a tax position must be more likely than not to be sustained upon examination by applicable
taxing authorities. The benefit recognized is the amount that has a greater than 50% likelihood of being realized
upon final- settlement of the tax position. The cumulative effects of applying FIN 48 will'be recorded as an
adjustment to' retained earnings as of the beginning of the period of adoption. Based on' our evaluation as of
December 31, 2006, it is estimated that the Company will record an adjustment to increase retained earnings by up
to $8.100. This amount is subject to revision as management completes its analysis of the impact of FIN 48.
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. (s) Risks and Uncertainties

Our profitability depénds in large part on accurately predicting and effectively managing health benefits
expense. We continually review our premium and benefit structure to reflect its underlying claims experience and
revised actuarial data; however, several factors could adversely affect the health benefits expense. Certain of these
factors, which include changes in healthcare practices, cost trends, inflation, new technologies, major epidemics,
natural disasters and malpractice litigation, are beyond any health plan’s control and could adversely affect our
ability to accurately predict and effectively control healthcare costs. Costs in excess of those anticipated could have
a material adverse effect on our results of operations.

At December 31, 2006, we served members who received healthcare benefits through 18 contracts with the
regulatory entities in the jurisdictions in which we operate. Thrée of these contracts individually accounted for 10%
or more of our revenues for the year ended December 31, 2006, with the largest of these contracts representing
approximately 24% of our revenues. Our state contracts have terms that are génerally one- to two-years in length,
some of which contain optional renewal periods at the discretion of the individual state. Some contracts also contain
a termination clause with notification periods ranging from 30 to 180 days. At the termination of these contracts, re-
negotiation of terms or the requirement to enter into a re-bidding or re-procurement process is required to execute a
new contract.

(3) Short and Long-Term Investments aan Investments on Depos'it for Licensure

The carrying amount, gross unrealized holding gains, gross unrealized holding losses and fair value for
available-for-sale and held-to-maturity short-term investments are as follows at December 31, 2_006 and 2005:

Gross Gross
. Unrealized Unrealized .
Amortized Holding Holding " Fair
Cost Gains Losses Value
2006: .
" Auction rate securities — available-for-sale _
(carried at fair value) . .. ............... $ 121000 $ — % — § 121,09
* . Held-to-maturity (carried at;amortized cost): : . , o .
. Commercial paper ................ ... 8 5980 § — § — § 5980
Debt sccurities of government sponsored
MBS . . . . e 36,633 3 6 36,630
* Municipal bonds .. ....... ... .. .. 4,000 — ] 3,999
Total ... ..o e $ 46613 § 3 $§ 7 $ 46609
2005:
Auction rate securitics — available-for-sale . ‘
(carried at fair value) .. ................ $ 59500 % — $ — § 59,500
Held-to-maturity (carried at amortized cost):
Commercial paper ... ... e 3 5382 § — $ 5 % 5,377
Certificates of deposit .. ............... 513 — — 513
Corporate securities . . ................. 1,500 — — 1,500
Debt securities of government sponsored
LIS . . v v e e 52,681 1 50 52,632
Municipal bonds . . ..... ... ... L 10,478 — 6 10,472
Total ... .. e $ 70,554 § 1 $ 61 § 7049
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The carrying amount, gross unrealized holding .gains, gross unrealized holding losses and fair value for
available-for-sale and held-to-maturity long-term investments are as follows at December 31, 2006 and 2005:

.

Gross Gross |
Unrealized * Unrealized e
Amortized - Holding * Holding .+~ Fair
) Cost . Gains Losses - Value
2006: :
Held-to-maturity (carried at amortized cost): ‘ ' B
Municipal bonds, maturing within one ' o .
VAT ..o Leeenees 501,998 $— $ 1 $ 1997
Debt securities of government sponsored _ ‘ _ o
entities, maturing within one year . .. ... . 96,825 13 . 166 96,672
Diebt securities of government sponsored
entities, maturing between one year and . " - : .
fiveyears........................ 333,029 . B4 824 332,289
Total .............. T . $ 431,852 . §$ 97 -$.991-  $:430,958
2005: '
Auction rate securities — available-for-sale . ‘
(carried at fair value) . ... ............. $ 34,752 $ — $ 1475 $ 34,605
_ Held-to-maturity (carried at amortized cost):
Municipal bonds, maturing within one : R s
VEAL o e $ 6400 5 — $ 29 3 6371
Corporate securities, maturing within one
FEAT o it e e 2,000 — 10 1,990
Debt securities of government sponsored ‘
entities, maturing within one year . ... .. 114,384, - 645 . 113,739
Debt securities of government sponsored ‘ '
entities, maturing between one year and
fiveyears . ................ ... ... 27494 | 1 32 27,463
Total ... ... . $ 150278 0§ ! $ 716 $:149,563

3
s I . M

78
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.. :As a condition for licensure by various state .governments to operate HMOs or. PHSPs we are'required to
maintain cértain.funds on deposit with or under the control of the various departments of insurance. Accordingly, at
December 31, 2006 and.2005, the amortized cost, gross unrealized holding gains; gross unrealized holding losses
and fair value for theseheld-to-maturity securities are summarized as follows:

Gross Gross

P o : Unrealized  Unrealized .
T ‘ . . * 4. Amortized ' Holding Holding Fair
R S ! Cost Gains Losses Value

2006: “

Money market funds. . .......... .. ... ... $ 5,235 $—. $ — ¢ $:57235

Certificates of deposit. . .. ................. 307 — ro— o307

U.S. Treasury securities, maturing within one : Ny ot

VEAT & ot et 13,540 1 S5, 13,536

U.S. Treasury securities, maturing between one . Sy e .

year and five years . ........... ... ... ... 2480 4 — 26 2,454
U.S. Treasury securities, maturing between five o e
~yearsandtenyears: . ... ... ... 596 — e 21, . 0575

Debt securities of government sponsored entities, S ;

.. maturing within one year................. 19,491 S22 7T T30, 19463
cht securities of govérnment sponsored cntmes ) -
..« ., maturing between one year and five years . 26,460 . , 19 . . 55 ., 26,424

-Debt securities of government sponsored entities, T S

maturing between five and ten years ... ... .. 402 .33 .. . 6 . 429 ..
Total! .. oo - §68,511 §55 $143 $ 68,423
2005 ‘ ‘ : .

Money market funds. .. ........... S . % 4984. $— § — $ 4984

Commercial paper ............... .. ...... 422 — 15 407

Certificates of deposit. . ................... 303 — ) L3 300

U.S. Treasury securities, maturing within one . et oo

= O 13,791 — -;?-3 L, 13738
U.S. Treasury securities, maturing between one T

year and five years . . ................... °503 — 1" -492

L T

U.S. Treasury securities, maturing between five . ! : ,

years and ten years . . ... 2,456 50 ° 54‘5 2,461
Debt securities of government sponsored emmes ‘ . o o

maturing within one year. . ... ... e .. 23415 1 © 213 723,203

Debt securities of government sponsored entities,” ' R R N

.- maturing between ‘one_year and five years . :i_':'__-l 10,368 . — 224 en 10,344
* Debt securities of government sponsored entities, { .

maturing between five and ten years .. .= 1. . <1415 — e g4 0 34
TOtal. . o oo $56657  $5I 3438 T$56270

The state governments in which we operate require us to maintain investments on deposit in specific dollar
amounts based on either formulas or set amounts as determined by state regulations. We purchase interest-based
investments with a fair value equal to or greater than the required dollar amount. The interest that accrues on these
investments 1s not restricted and is available for withdrawal.
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The following table shows the fair value-of our held-to-maturity investments with unrealized losses that are not
deemed to be other-than-temporarily impaired, aggregated by investment category and length of time- that
individual securities have been in a continuous unrealized loss position, at December 31, 2006:

Less than 12 Months ' ' 12 Months or Greater -
. .o Gross Gross
' . . Unrealized Total Unrealized Total
, Fair Holding  Number of Fair Holding  Number of
‘L ‘ Value Losses Securities Value Losses Securities
2006:
Commercial paper ........ $ — § — - 3 - 5 — C—
Certificates of deposit.. . ... — — — — — —
Corporate securities ... ..., — —_— . — — — -
Debt securities of o
government sponsored D - .
entities . . ... ... ... s 383,081 987 191 , 36,237 100 20
Municipal bonds. . ..... ... 3,996 2 2 — — —
U.S. Treasury securities . . .. 6,931 5 7 2,916 47 _3
Total temporarily impaired e '

" securities .. ......... $ 394,008 . $ 994 200 $ 39,153 § 147 - 25

The following table shows the fair value of our held-to-maturity investménts with unrealized losses that are not
deemed to be other-than-temporarily impaired, aggregated by. investment category and length of time that
individual securities have been in a continuous unrealized loss position, at December 31, 2005:

. Less than 12 Months 12 Months or Greater *
Gross Gross
Unrealized Total Unrealized ‘Total
Fair Holding  Number of Fair Holding ~ Number of
Value Losses Securities Value Losses Securities
2005: -
Commercial paper ....... L% 4383 0§ 20 3 $ — 5 — —
Certificates of deposit. ... .. 300 3 1 - — — —
Corporate securities .. ... .. 1,990 10 1 — — —
Debt securities of i
government sponsored
entities . . ............. 94,801 260 66 118,899 778 C 60
Municipal bonds. . . . .. ... '. 5972 6 3 6,371 2% 5
US Treasury securities . . . . . 9,082 109 15 — — —
Total temporarily impaired N T
T .securities: .. ... ... .. $ 116,528,- § 408 .89 $ 125270 $ 807 . 65

The temporary declines in value as of December 31, 2006 and 2005, are primarily due to fluctuations in short-
term market interest rates. '
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(d) Property and Equipment, Net

Property and equipment, net at December 31, 2006 and 2005 is summarized as follows:

_ 2006 2005

Leasehold improvements . . U, " '$ 28,700 $ 20,110
Furniture and fiXtures. . . . ... ovvve v, [P 18,344 14,683
Equipment. . ... e e F 56,143 57,583
| 103,187 92,376

Less accumulated depreciation and amortization . . .................... (56,204) (55,409

$ 46983 $ 36967

{5) Acquisitions
(a) CarePlus

Effective January 1, 2005, we completed out stock acquisition of CarePlus, LLC (CarePlus), in New York City,
New York for $126,781 in cash, including acquisition costs, pursuant to the terms of the merger agreement entered
into on October 26, 2004. On June 17, 2005, in accordance with the terms of the merger agreement, additional
consideration was paid in the amount of $4,619 for meeting agreed upon revenue targets for themonth ended
December 31, 2004. On December 8, 2005, in accordance with the terms of the merger agreement, additional
consideration was paid in the amount of $4,000 upon the approval from and execution of a contract with the State of
New York to conduct a long-term care business in that state and enrollment of long-term care membership in
December 2005. On August 16, 2006, in accordance with the terms of the merger agreement, additional
consideration was paid in the amount of $4,766 for the achievement of an earnings threshold by CarePlus during
the twelve months ended December 31, 2005. These payments were accounted for as additional costs of the
acquisition. Beginning January 1, 2005, the results of operations of CarePlus have been included in the accom-
panying Condensed Consolidated Financial Statements.

This acquisin'on'was funded with unregulated cash. Goodwill and other intangibles total $127,439, which
includes $13,980 of specifically identifiable intangibles allocated to the rights to membership, the provider
network, non-compete agreements and trademarks. Intangible assets related to the rights to membership are being
amortized based on the timing of the related cash flows with an expected amortization of ten years. Intangible assets
related to the provider network are being amortized over ten years on a straight-line basis. Intangible assets related
to the trademarks and non-compete agreements are being amortized over 12 to 36 months on a straight-line basis.

The following table summarizes the fair values of the assets acquired and liabilities assumed of CarePlus at the
date of the acquisition, ' '

Cashandcashequivalehts.............................- .................. '$ 27,755

Investments on deposit for licensure. . ......... . ... ... F 8,027
Goodwill and other intangible assets .. .......... .o i 127,439
Property, equipment and software ... ... R R RRTEEERRETD e - © 3,941
Other assets . ... ..\ttt e ... 9982
Total assets acquired . ... ... .ovirti i e e 177,144
Claims payable . ... oo it i e e 27,424
Other Habilities . . . .. .ot i e e e e 9,554
Total liabilities SSUMEA. - . . . . .+ ' e e e e et et 36,978
Net assets ACqUITEA . . . . ..ottt $ 140,166
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The following table summarizes identifiable intangible assets resulting from the CarePlus transaction;

Lo - . o, : . Amortization
: : - Period
Membershlp rights and provider network ........... ... ... .. $ 12,900 10 years
Non-compete agreement and trademarks . . . .. e e 1,080 1-3 years
$ 13,980
The following are the proforma results of operations for the year ended December 31, 2004 asif the acqulsmon
had been completed on January 1, 2004: - Co Coe
Premium revenue. .. ............c.ovuuinnin, [P S $ 2,008,319
Investment income and other . ........... ... .. . i i e 9,030
Totalrevenues ... ........c.c.vuiieunnennenas e 2,017,349
Health DENefits eXPEMSES . . . ... .. 'vvvert et ettt eee e eeten e, 1,608,656
Selling, general and administrative expenses . . . . . 1 S -1 229,812
! Depreciation and amomzatlon cxpenses L . Lo N oo - 28,734 ¢
Interestexpense......:... .......... 't ‘ 731
Income before income taxes........ TP TN T e S R R TR 149,416
Provision for income taxes. .. .............. e e e AT 59,093
Net income .......... SR L. 'J T . cteeo... 890323
Diluted net incon;e pershare ............! ' .......... -. Ceees .. ....... ‘. 3 1.74

(d) Summary of Goodwill and Acquired Intangible Assets ., - - . |

Goodwill and” acqmrecl intangible assets for the years ended December 31, 2006 and 2005 are as follows

2006 ' Welghted 2005
Gross Carrylng Accumulated ' ‘Average * Gross Carrying Accumulated ™ Weighted
Amount - '~ Amortization ©  Life °. Amount. . Amortization. Average Life
Goodwill. . ... ... e X S $257,403 $ 1(5,7'7"3)' N nfa ‘ '$252,637 $ (5773) nfa‘
Membership rights and ' et '
provider contratts ......... v o 24,116 (20,543) <10 v 24,116 {16,252) 10
Non-compete agreements and _ o : .
trademarks. . ............. 1,528 (1,391) 2, 1,528 . (1,141) 2
$283,047 $(27,707) o 3278281, .. $(23,166)

Amortization exper{se for the years ended December 51, 2006, 2005 ahd 2004 was $4,541, $7,940 and $3,504,
respectively, and the estimated aggregate amortization.expense for the five succeeding years is as follows:

Estimated

Amortization
Expense
2007 . e e e e e $2,047
2008 . . e P 804
2000 . e e e e e e e e 404
2000 . . e e e e e e 197
1 3 15 O S 110
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liability of $1,620 and $1,742 at December 31, 2006 and 2005 was included in accrued payroll and related
liabilities. There was no current portion of the liability at December 31, 2004. The related long-term portion of the
liability of $1,465 and $1,320 at December 31, 2006 and 2005, respectively, was included in other long-term
liabilities.

(e} Legal Proceedings .

In 2002, Cleveland A. Tyson, a former employee of our Illinois subsidiary, AMERIGROUP Illinois, Inc., filed
a federal and state Qui Tam or whistleblower action against our [linois subsidiary. The complaint was captioned the
United States of America and the State of Illinois, ex rel., Cleveland A. Tyson v. AMERIGROUP Illinois, Inc. The
complaint was filed in the U.S, District Court for the Northern District of Illinois, Eastern Division. It alleged that
AMERIGRQUP lllinois, Inc. submitted false claims under the Medicaid program. Mr. Tyson’s first amended
complaint was unsealed and served on AMERIGROUP Illinois, Inc., in June 2003. Therein, Mr. Tyson alleged that
AMERIGROUP lllinois, Inc. maintained a scheme to discourage or avoid the enrollment into the health plan of
pregnant women and other recipients. with special needs, In his suit, Mr. Tyson seeks statutory penalttes and an
unspecified amount of damages, which would be trebled under the False Claims Act.

In March 20085, the Court allowed the State of Illinois to intervene. In June 2005, Plaintiffs were alloWed to
amend their complaint to add AMERIGROUP Corporation as a party. In the third amended complaint, the Plaintiffs
alleged that AMERIGROUP Corporation was liable as the alter-ego of AMERIGROUP Illinois, Inc. and that
AMERIGROUP Corporation was liable for making false claims or causing false claims to be made In
October 2005, the Court allowed the United States of America to intervene. . .

Fact discovery concluded on August 17, 2006. The trial began on October 4, 2006, and the case was submitted
to the jury on October 27, 2006. On October 30, 2006, the jury returned a verdict against AMERIGROUP
Corporation and AMERIGROUP Illinois, Inc. in the amount of $48,000, which under applicable law will be trebled
to $144,000, plus penalties. The jury also found that there were 18,130 false claims. The statutory penalties
allowable under the False Claims Act range between $5.5 and $11 per false claim. The statutory penalties allowable
under the Illinois Whistleblower Reward and Protection Act, 740 ILC 175/3, range between $5 and $10 per false
claim. .

On November 22, 2006, the Court'entered a judgment in the amount of $48,000 and we posted an irrevocable
letter of credlt in the amount of $50, 400 with the Court to stay the execution of the Judgment :

All partles have filed post-trlal motions. We filed motions for anew trial and remittitur and for judgment as a
matter of law and the plaintiffs filed motions to treble the civil judgment, impose the maximum fines and penalties
and to assess attorney’s fees, costs and expenses against us.

All of the pt)st-triai motions were timely filed by the parties in January and February 2067. ’

On February 20, 2007, the Court heard oral arguments on the post-trial motions. The Court has not yet ruled on,
the motions, but we expect that a ruling is imminent. In the event that the Court rules in favor of the plaintiffs
motions, the Court could enter a judgment against us in an amount up to $524,730, plus attorneys’ fees, costs.and
expenses of Tyson’s counsel. In the event that the Court denies our motions, we intend to appeal the judgment to the
U.S. Court of Appeals for the Seventh Circuit.

In order to stay the execution of the judgment of the Court during the pendency of our appeal we may be
required to establish a supersedeas bond equal to an amount set forth by the Court in its final judgment, plus one year
of interest. We may raise the necessary financing to collateralize a letter of credit in favor of the Court through any
combination of one or more of the following: (i) borrowing additional amounts under.our Credit Agreement;
(ii) using existing unregulated cash and investments; (iii) issuing debt, preferred stock and/or equity securities
(including debt securities or preferred stock convertible into our common equity), under our shelf registration and/
or in one or more public or Rule 144A offerings or privately negotiated transactions; and/or (iv) entering into
additional credit arrangements, If we incur additional debt, it may limit our access to capital in.the futur_e which
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(6) Imcome Taxes, j, wiv , oo 1 o steie o (IRt AP TI { TDAS (A PN

Total i l111'1fiorl_1_‘eT }axes for the yearsﬂended ljeeemt)ee ‘3i 2006t‘ 2805'anld 5032 ‘»‘vere! allocatEd as fo]lc;ws -
LR Lo X . . Years Ended December 31,
2006 2005 L 20ﬂ4
Income taxes from continuing operations ... ... o e e o 3065976, $.33,060. 3 55,224
Stockholders’ equlty, tax ‘benefit on exercise of stock options- . . - - (2,611)- - (8,571) - (8,009)
‘. 2 o el Sf"6§,'3'6"5" $24489 " 47215

e R L T T b L I TOAS PN L S PR Ca i i VT L RS LFL A

M o
Income tax expense (beneﬁt) for the years ended Pecember 31 2006 2005 and 2004 con51sts of the followmg

| N un" t, ALy o

wr3ea 0 et b aatl e o (i Currentr L rDeferred , JTotal

Year ended Déceimber 31, 2006: _ - ‘ - o
us. federal..‘ ........... A e s 67014 §' (10917) '$ 56,097
State and local ™7 . . .. . R P Lo T HLI1e T a, 297) ' 9,879

Uf

C '
»\...' L

' $78190 '§(12214) § 65976

- Year,ended December 31, 2005: T Y T S v B ) L | (LI RV TP TYRER B (PRI R
USfederal ................ LT IR TR -'U$ 29 911:; . $,‘jr ‘292:“' 3 '30;203

“State anddocal*'l, ... ... .. ... ... e : 439 - (1,539 v 2,857
RSN S S S8 3430778 L (1,347) 7 33,060
"Year ended December 31, 2004: g e
U8, federal. tui i e e e '$ 44,235 - $-72.335' "% 46,570

. State and ]ocal e e 3,111 543 8,654

L A N O O L R A PN BRI LAY S ~ ShomT— b F
OP L S 1A & BT JEVRRRAT BN £ I 3 52346 - 5% 2878 ' $ 55,224-
T T T R T R LA SRR I T e st amut ) ey voe

“Income tax expense differéd from the | amounts computed by app]ymg the" statutory US 'féderal income tax rate
to' incorne before ‘income taxes as a result of the following! ' "~ © -1 Tk rurit

P it b I O P L P L s 11 TS TS M A L ".x". o
Years Ended December 31,
ero e Rl eomGris Lol L 0t ot DR 2006 ¢ HHUWIG v G008 6 e 2004
TR T S IRY SR DU c s e Amount ' % ¢ lAmount 4 %o VAmount + %
. E';':"; I
Tax expense at statutory rate. .. ......... $60,579 35.0 $30,349 35.0}' $49434 350

Increase in income taxes resulting from:

State and local income taxes, net of
.+ . federal incomé tax effect. . .s .t a0 1+ 6,121 3.5 1,857« 21 " 5625- 40

- r -
Mo . % f2Ad

7« Effect'of nondeductible 'expenses“ and s% oetf oo s theiane ol e - :
o d othermets, S ety b b '.‘..1 ” (724),,-(0_4)‘ " "854 1.0 o 165 0.1
rth LR N LR o "ol _! L oTer Voo, i [ ,,..‘ . el :

k 'Total 1ncome tax expcnse RRE .' . ‘rr'i o $65,976 {38.1 $33 060“ 38.1  $55,224  39.1
LTI [ e DT == . — —_— . I
v fu.i')'-"a‘ BT Y T TR Y SR T r','J"l’ [T SRR ©

. The effective tax rate is based on expected taxable income, statutory tax rates, and estimated pennanent book
_to tax differences. Income tax returns that. we file,are periodically, audited by federal or state authorities for
compliance with applicable federal and state tax laws, Our effective tax.rate, is computed takmg into account
changes in facts;and circumstances, including progress of audits, developments.in case law and other applicable
authority,rand cmergmg legislationf-; 1 ,. qiLgndr N TP YRSV L TR TN
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The tax effects of temporary differences that give rise to significant portions of the deferred tax-assets and
deferred tax liabilities at December 31, 2006 and 2005 are presemed bclow

/,-‘-'"-‘d ai st e X B B RN
December 31,
! R e ) 7 ) 2006 2005

Deferred tax assets:
Estimated claims incurred but not reported, a pomon of which is deductible . ™ 1 Pl

as paid for tax PUTPOSES .. ...\ il e, e toy e 8.5397 $ 3,034
Vacation, bonus, stock compensanon and other accruals, deductlble as paid )

for tax purposes . ... ... .. TSN 14,565 9,272
Accounts receivable allowances deductlble as wntten off for tax purposes 4,549 1,846
Start-up costs, ‘deductible in future penods for tax purposes. A 2050 T 284
Unearned revenue, a portion of which is includible in income as received for

tax purposes .. ......... P et 4,9’67_ S 2,570
State net.operating loss/credif,carryforwards, deductible in future peroids for AT
" tax purposes . ........ e e P L 1L899 T 2,066
Gross deferred tax sset . ... ... ..o L. 31,582 19,072
Deferred tax liabilities: -+ '
Goodwill, due to tirm'ng differences in book and tax amortization ...t 1! " 10(3,690) . .»(4,449)
Property and équipment, due to trmmg differences in book and tax . . oo

“depreciation .. .....ooL0i sl s ceseeeraees. {10900y - (10,387)
Deductlble prepald expenses and other ... ... i e 3,079 (2,537
Gross deferred tax liabilities | - .. ..\ v oo eereenrnnnn. LR (17,669) (17 373)
Net deferred tax asset. . ............ ..o n PR - $13913 .. $ 1699

To assess the recoverability of deferred tax assets, we consider whether it is more likely than ‘nt that deferred
tax assets will be realized. In making this determination, we take into account the scheduled reversal of deferred tax
liabilitics and whether projected future taxable income is sufficient to permit deduction of the deferred tax assets.
Based on the level of historical taxable income and projections, for future taxable.income, we believe it is more
likely than not that we will fully realize the benefits of the gross deferred tax assets of $31, 582 State net operating
loss carryforwards that CXplI‘C m 2021 through 2026 comprise $1,899 of the gross deferred tax assets.

Income tax payable was $5, 945 at December 31,2006 and is included in accrued expenses and other current
liabilities. Prepaid-incorge tax was $3 719 at ]_)ecembf_:r 31, 2005, and is inctuded in prepaid expenses, provider
receivables and other cim assets.

(7) Long-Term Debt".

+ ’ : i . - . A’un LM ,T AL + 7

T B CH AR TR s S
AT T .-

On May 10, 2005, we entered .into an-amendment to our Credit Agreement, which, among other things,
provides for commitments under our Credit Agreement of $150,000 and terminates on May 10, 2010. The Credit
Agreement was further amended on'November 21, 2006. The Credit Agreement contains a provision-which allows
us to obtain, subject to certain conditions, an increase in revolving commitments of up to an additionat $50,000. The
proceeds of the Credit Agreement dre available for general corporate purposes mc]udmg without limitation,
permitted acquisitions of businesses, assets and technologies. The borrowings under the Credit Agreement will
accrue interest at one of the following rates, at our option: Eitrodollar plus'the applicable margin or an alternate base
rate plus the applicable margin. The applicable margin for Eurodollar'borrowings is between 0.875% and 1.625%.
and the applicable margin for alterriate base rite borrowings is between'0.00% and-0.75%. The applicable margin
will vary depending on our leverage ratio. The Credit Agreement is secured by substantially all of the assets of
AMERIGROUP and its wholly-owned subsidiary, PHP Holdings, Inc., including the ‘stock ' of-their respective
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wholly-owned managed care subsidiaries. There is a comrmtment fees on. the. unuSed portion of the: Credit
Agreement* that ‘rangés from 0.20% to 0. 325%, dependmg on our.levérage rratio. During the ‘yeariended
December 31,-2006, the Company obtained two separate letters of credit through the Credit Agreement. A letter
of credit for $217 was obtained in connection with standard requirements of a lease for office space for its New York
subsidiarj{, CarePlus. A letter of credit for $50,400 was obtained in November 2006 for the benefit of the clerk of the
United States District Court for the Northern District of, Illmms on behalf of the Company- and AMERIGROUP
Illinois, Inc. to stay the enforcemént of a judgment in Qui "Tam litigation in the United States Disirict Coutt for ‘the
Northern District of llinois pending the resolution of the post trial motions. As of Décember 31 2006 there were no
bofrowings outstandmg under our Credit Agreement. . - ‘

s 1 [

Pursuant to the Credlt Agreement we must meet certain financial covenants These ﬁnanctal covenants

include meeting certain financial ratios and limits on capital expenditures and repurchases of our outstandmg
common stock. We believe we are in comphance with these financial covenants:as-of December 31;2006.

PRI ‘ii

(8) Stock Option Plan .. . - | B T R TRV L UV P )

In May 2005, our shareholders adopted and approved our 2005 =E&juity-Inc’r':htive''Ii‘la'r{ (2005 Plan), which
provides for the granting of stock options, restricted stock, restricted-stock: units, stock appteciation rights, stock
bonuses and other stock-based awards to_employees and directors. We reserved for issuance a max1murn of
3,750,000 shares of common stock under the 2005 Plan. In additior, shares remammg ava11able for issuance under
our 2003 Stock Plan {described below), our 2000 Stock Plan (descrlbed below) and our 1694 Stock Plan (described
below) will be available for issuance under the 2005 Plan. Under all plans; an option’s maximum-térm is ten years.
As of December 31 2006, we had a total 3,263,478 shares avallable for issuance under-our 2005 Plan C

. In May 2003 our shareho]ders approved and we adopted the 2003 Equrty Incentlve Plan (2003 Plan) which
provides for the granting of stock.options, restricted stock, phantom stock and stock ‘bonuses' to. employees and
d1rectors “We reserved for issuance a max1mum of 3 300 000 shares of- common’ stock:under the 2003 Plan..

o o . o
In July 2000 we adopted the 2000 Equity Incent1ve P]an (2000 Plan) whtch prov1des for the grantmg of stock
options, restncted stock, phantom stock and stock bonuses to employees, directors and consultants. We reserved for
issuance a. maxrmum of 4,128 000 shares of common stock under the 2000 Plan at inception. .

]n 1994 we. establlshed the 1994 Stock Plan (1994 Plan) Wthh;pl’OVldeS for.the granting of either incentive
stock options or non-qualified options to purchase shares of our common “stock by employees, diréctors and
consultants of the Company for up to 4,199, 000 shares of common stock as of December 31, 1999 On

February 9, 2000, we increased the numbér of ‘options dvailable! for ‘grant'to 4 499 000 ey Tt
LR T S

IEEER TR R

Stock opt1on actlvrty durmg the year ended December 31, 2006 was as follows o
L |, .7 e
Weighted-Average

S "’ k Remaining
R Weighted-Average  Aggregate Intrinsic -~ Contractual Term
' o Shares Exercise Price Value . (Years)
Outstandmg at December 31, 2005. . . . 5,267,077 - - $2367 10 s TPe T
Granted .. = ... ..... . U0 1,010,526 0 24900 - . Cee oo b
Exercised .:.': e T...: (616,801) - 1.5t - - b
Expired. ... ... o RTINS, ©(309,793) - - 37.71 S IR
Forfeited . .. ......... il (240,033) - 3048 ' o
- N N . ; D ) ‘.-._ N ;:“‘_ . 1
Outstandlng at December 31 2006. Li00 5110976 $24.22 - bt " $66,899 o ’ 6.60
Exercrsable as of December 31 '2006."." 4;092",712"-: R '$23.84 956407 Fans | 664
. RN P T = |, R AR LLEN L P L
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The fair value of each.option grant is estimated on the date of grant using the Black-Scholes-Merton option
pricing model with the followmg we1ghted average assumptions for the year ended December 31, 2006 2005 and
2004: : Lo .

‘Years Ended December 31,

i ) 2006 0 0 - 2005 < 2004
Expected volatility ....... . . .. 1. ... . 44.35%-4532% | 29.96-46.49%  29.65-30.62%
Weighted-average stock pnce volattllty e L 45.11% -28.59% ' 29.49%
Expected option life . ...................... 240-5.560 years  5.50-6.20 years 5.28-6.16 years
Risk-free interestrate . ... .................. 4.52% - 5.11% 3.76-435%  2.80 %- 4.08%
Dividend yield ........... SO i : . None . " None * None

For the year ended December 31 2006, assumptions used in estimating the fair value at- date of grant were
based on the following:

i. the expected life of each award granted was calculated using the “simptified method” in accordance
w1th Staff Accountmg Bulletin No 107

ii. expected volatility is based on h:stoncal volatility levels and . no

iii. the risk-free interest rate is based on the tmplted y1e1d currently ava11able on U. S Treasury Zero
coupon issues w1th a remammg term equal to the expected llfe

For the years December 31, 2005 and 2004, the Company used a projected life for-each award granted based on
weighted-average historical experience of employees’ exercise behavior. The methods for determining the expected
volatility and risk- free interest rate assumpnons were the same as those used for the year ended December 31, 2006.

The weighted-average fatr value per share of optlons granted dunng the years ended December 31, 2006 2005
and 2004 was $11.08, $14.64 and $10.13, respectively. The total fair value of options vested during the years
December 31, 2006, 2005 and 2004 was $7,538, $30,084 and $9,967, respectively. The following table provides
information related to opnons exermsed during the years ended December 31 2006, 2005, and 2004:

. Years Ended December 31

o o ' 2006 2005 2004
Cash received upon exercise of options. . ...... e doe.. $ 8690 .$.10,767 % 12918
Relatedtaxbeneﬁtrea]ized ....... 'w 2611 8571 ' 8,009

Total mtrms1c value of opttons exemlsed was $10 634, $27 051 and $27, 348 for the years ended December 3]
2006, 2005 and 2004, respectwely

Non vested restnctedT stock for the twelve months ended December 31 2006 is summarized below
Weighted-Average

. | g e Grant Date Fair
T . . Shares Value

Non-vested balance at December 31, 2005 e T e R — I
Granted .. . ....... e A s e .. 230,350 23.11
Vested.................. S e e e (9,259) 22.75..
Expired....................... e i e — — .
Forfeited . . . . . e e e e i .. (18,45T) 2139 . -
Non-vested balance at December 31, 2006 ........ e e . 202,634 634 . $23.28 '

Non-vested restricted stock includes grants with both service and performance condition based vesting.
Service-based awards generally vest annually over a period of four years contingent only on the employees’
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continued employment. Performance based shares coritingently vest over a period of four years from the date of
grant based upon the extent of achievement of certain operating goals relating to the Company’s earnings per share,
with up to 25% vesting on the first anniveérsary of the grant date and.up to an additional 25% vesting on each of the
second, third and fourth anniversaries of the grant date. The shares in each of the respective four tranches vest in full
if carnings per share for each of the calendar years 2006 through 2009 equals or exceeds ! 15% of earnings per share
for the preceding calendar year, as adjusted for any changes in measurement methods; provided that 50% of each
tranche will vest if earnings per share for the year is between 113.50% and [14.24% (inclusive) of adjusted earnings
per share for the preceding year,,and 75% of each tranche will vest if eammgs per share for the year is between
114.25% and 114.99% (inclusive) of adjusted earnings per share for the precedmg year. Performance based awards
represent 49,600 shares of outstanding non-vested restricted stock awards.

_ Asof December 31, 2006, there was $13,499 of total unrecognized compensation cost related to non-vested
share-based compensauon arrangements gramed under the 2005, 2003, 2000 dl‘ld 1994 Plans Wthh is expected to
be recogmzed over a weighted- average penod of 3.0 ycars

On August 10, 2005, the Compensation Committee approved the immediate and fulf acceleration of vesting of
dpproximately 909,000 “out-of-the-money” stock options awarded on February 9, 2005 to employees, including its
executive ‘officers, under the Company s annual bonus program pursuant to its 2003 Equtty Incentive Plan (the

“Grant”). No other option grants were affected. Each stock option 1ssued as a part of the Grant has an exercise price
which is greater than the closing price per share on the date of the Compensauon Committee’s action. The purpose
of the acceleration was to enable the Company to avoid recognizing compensation expense associated with these
options in future periods in its consolidated income statements, as a result of SFAS No. 123(R). The pre-tax charge
avoided rotals approximately $8,900 which would have been recognized over the years 2006 and 2007. This amount
has been reflected in the proforma disclosures of the 2005 consolidated year-end financial statements. Because the
options that were accelerated had a per share exercise price in excess of the' market value of a share of the
Company’s common stock on the date of acceleration, the Compensation Committee determmed that the expense
savings outwelghs the objective of mcenuve compensation and relentlon

(9) " Earnings Per Share

The following table sets forth the calculation of basic and diluted net income per share:
Years Ended December, 31,.

2006 2005 2004
Basic net income per share: - o
Net income. .. ...l $_ 107106 $ 53,651 " $ 86014
Weighted average number of common shares '
outstanding . . .. ... ... i 51,863,999 51,213,589 49,721,945
Basic net income pershare . . ................. $ 207 % 1.05 § . 1:73
Diluted net income per share: . . _ o,
Netincome.................. e $ 107,106 3% . 53651, 5 86014 .
Weighted average number of common shares
outstanding - . . ... ... .. 51,863,999 51,213,589 49,721,945
Dilutive effect of stock options (as determined by
applying the treasury stock method). .. ..... ... 1,218,934 1,644,093 2,115,634
[ ' ..
Weighted average number of common shares and
dilutivé potential common shares outstanding . . .. 33,082,933 52,857,682 51,837,579
Diluted net income per share. e $ 202§ .02 $ 1.66
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Options to purchase 1,666,560, 1,774,285 and 185,000 shares of common stock were outstanding during the
years ended December 31, 2006, 2005 and 2004, respectively, and were not included in the computation of diluted
net income per share because the option exercise price was greater than the average market price; therefore,
including such shares would have been anti-dilutive.. :

(10) Fair Value of Financial Instruments

The fair value of a financial instrument is the amount at which the instruiment could be exchanged in a current
transaction between willing parties. The following methods and assumptions were used to estimate the fair value of
each class of financial instruments: '

Cash and cash equivalents, premium receivables, prepaid expenses, provider and other receivables, prepaids .
and other current assets, deposits, accounts payable, unearned revenue, accrued payroll and related liabilitié:s,
accrued expenses and other current liabilities and claims payable: The carrying amounts approximate fair value
because of the short maturity of these items.

Short-term investments, long-term investments and investments on deposit for licensure: The carrying
amounts approXimate their fair values, which were determined based upon quoted market prices (note 3).

Cash surrender value of life insurance policies: The carrying amount approximates fair value.

(11) Commitments and Contingencies

(a) Minimum Reserve Requirements

Regulations goveming our managed care operations in the District of Columbia, Florida, Georgia, Illinois,
Maryland, New Jersey, New Mexico, Ne{fada, New York, Ohio, South Carolina, Tennessee, Texas and Virginia
require the applicable subsidiaries to meet certain minimum net worth requirements. Each subsidiary was in
compliance with its requirements at December 31, 2006.

i
(6) Malpractice

We maintain professional liability coverage for certain claims which is provided by independent carriers and is
subject to annual coverage limits. Professional liability policies are on a claims-made basis and must be renewed or
replaced with equivalent insurance if claims incurred during its term, but asserted after its expiration, are to be
insured.

(¢c) Lease Agreements

We are obligated under capital leases covering certain office equipment that expires at various dates during the
next three years. At December 31, 2006 and 2005, the gross amount of office equipment and related accumulated
amortization recorded under capital leases was as follows:

) 2006 2005
Equipment .......... ... ... e $16,591 % 17,247
Accumulated amortization ... ... S P TIP (15,678) (14,561)

$..913 § 2686

Amortization of assets held under capital leases is included with depreciation and amortization expense.
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We also lease office space under operating leases which expire at various dates through 2019. Future minimum
paymcnts by. year and in the aggregate under all non-cancelable leases are as follows at December 31, 2006:

' : Capital Operating

Leases Leases
2007, e S $ 838 § 13172
1 426° 11,324
- 12009. . el PR et et e e .= 10,384
T2010.. Ll L e — 10,082
2010, e S — 9,675
RN . ] L , - R .
Therea.fter. AU S e e —_ 37.972
. Total minimum lease payments .. ........vovveniennnnerins e 1,264  $ 92,609
. Amléﬁﬁi'repgeseﬁting interest. ... ..... e e R e (54)
Present value of minimum lease payments .. ............... s 1,210 I
.Current installments of obligations under capital leases .. ... .. e (795)
Obligations under capital leases, excluding current installments . ......... $ 415 .

FE . ' 1 . .

These leases have various escalations, abatements and tenant improvement allowances that have been included

in the total cost of each lease and amortized on a straight-line basis. Total rent expense for all office space and office

equipment under non-cancelable operating leases was $12,576, $11,362 and $8,704 in 2006, 2005 and 2004,

respectively, and is included in selling, general and admmlstratlve expenses in the accompanying consolldatcd
income statements.

l"

- {d) p befen;ed Corﬁpensqtit;n' Plans

Our employees have the option to participjale in a deferred compensation plan sponso{red by the Company. All
full-time and most part-time employees of AMERIGROUP Corporation and subsidiaries may elect to participate in
this plan. This plan.is exempt from income taxes under Section 401(k) of the Internal Revenue Code. Participants
may contribute a certain percentage of their compensation subject to maximum federal and plan limits. We may
elect to match a certain percentage of each employee’s contributions up to speciﬁed limits. For the years ended
December 31, 2006, 2005 ancl 2004, the matching contributions under the plan were $2 785, $1,700, and $1,227,
respectlvely

Certain employees have the option to participate in a non-qualified deferred compensation plan sponsored by
the Company. Participants may contribute a percentagé of their income subject to maximum plan limits. The
Company does not match any employee contributions; however, the Company’s obligation to the employee is equal
to the employees’ deferrals plus or minus any return on investment- the employee earns through self-selected
investrment allocations. Included in other long-term liabilities at December 31, 2006 and 20085, respectively was
$4,382 and.$4, 396 related to this ptan. . . LY . .

During 2003 we added a long-term cash incentive award desugned to retain certain key exccuuves Each
eligible participant is assigned a cash target, the payment of which is deferred for three years. The amount of the
targetis dependent upon the participant’s performance against individual major job objectives in the first year of the
program. The target award amount is funded over the three-year period, with the funding being dependent upon the
Company meeting its financial goals each year. An executive is eligible for payment of a long-term incentive earned
in any one year only if the executive remains employed with the Company and is in good standing at the beginning
of the third following year. The expense recorded for the long-term cash incentive awards was $1,766 and §1,754 in
2006 and 2004,irespectively. No expense was recorded in 2005 as the Company did not meet its financial goals
required for the long-term cash incentive award to be awarded for the current year. The related current portion of the
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liability of $1,620 and $1,742 at December 31, 2006 and 2005 was included in accrued payroll and related
liabilities. There was no current portion of the liability at December 31, 2004, The related long-term portion of the
liability of $1,465 and $1,320 at December 31, 2006 and 2005, respectively, was included in other long-term
liabilities.

(e) Légal Proceedings -

In 2002, Cleveland A. Tyson, a former employee of our lllinois subsidiary, AMERIGROUP Illinois, Inc., filed
a federal and state Qui Tam or whistleblower action against our Illinois subsidiary. The complaint was captioned the
United States of America and the State of Iilinois, ex rel., Cieveland A. Tyson v. AMERIGROUP lilinois, Inc. The
complaint was filed in the U.S. District Court for the Northern District of Ilinois, Eastern Division. It alleged that
AMERIGROUP Tllinois, Inc. submitted false claims under the Medicaid program. Mr. Tyson’s first amended
complaint was unsealed and served on AMERIGROUP Illinois, Inc., in June 2003, Therein, Mr. Tyson alleged that
AMERIGROUP Illinois, Inc. maintained a scheme to discourage or avoid the enrollment into the health plan of
pregnant women and other recipients with special needs. In his suit, Mr. Tyson seeks statutory penalues and an
unspecified amount of damages, which would be trebled under the False Claims Act.

In March 20035, the Court allowed the State of Illinois to intervene. In June 2005, Plaintiffs were allowed to
amend their complaint to add AMERIGROUP Corporation as a party. In the third amended complaint, the Plaintiffs
alleged that AMERIGROUP Corporation was liable as the alter-ego of AMERIGROUP Illinois, Inc. and that
AMERIGROUP Corporation was liable for making false claims or causing false claims to be made In
October 2005, the Court allowed the United States of America to intervene. .

Fact discovery ¢oncluded on August 17, 2006. The trial began on October 4, 2006, and the case was submitted
to the jury on October 27, 2006. On October 30, 2006, the jury returned a verdict against AMERIGROUP
Corporation and AMERIGROUP llinois, Inc. in the amount of $48,000, which under applicable law will be trebled
to $144,000, plus penalties. The jury also found that there were 18,130 false claims. The statutory penalties
allowable under the False Claims Act range between $5.5 and $11 per false claim. The statutory penalties aliowable
under the Illincis Whistleblower Reward and Protectlon Act, 740 ILC 175/3, range between $5 and $10 per false
claim,

On November 22, 2006, the Court entered a judgment in the amount of $48,000 and we posted an irrevocable
letter of credit in the amount of $50,400 with the Court to stay the execution of the judgment.

All parties have filed post-trial motions. We filed motions for a new trial and remittitur and for judgment as a
matter of law and the plaintiffs filed motions to treble the civil judgment, impose the maximum fines and penalties
and to assess attorney’s fees, costs and expenses against us.

All of the post-trial motions were timely filed by the parties in January and February 2007. ’

On February 20, 2007, the Court heard oral arguments on the post-trial motions. The Court has not yet ruled on,
the motions, but we expect that a ruling is imminent. In the event that the Court rules in favor of the plaintiffs
motions, the Court could enter a judgment against us in an amount up to $524,730, plus attorneys’ fees, costs and
expenses of Tyson’s counsel. In the event that the Court denies our motions, we intend to appeal the judgment to the
U.S. Court of Appeals for the Seventh Circuit.

In order to stay the execution of the judgment of the Court during the pendency of our appeal, we may be
required 1o establish a supersedeas bond equal to an amount set forth by the Court in its final judgment, plus one vear
of interest. We may raise the necessary financing to collateralize a letter of credit in favor of the Court through any
combination of one or more of the following: (i) borrowing additional amounts under .our Credit Agreement;
(ii)} using existing unregulated cash and investments; (iii) issuing debt, preferred stock and/or equity securities
(including debt securities or preferred stock convertible into our common equity), under our shelf registration and/
or in one or more public or Rule 144A offerings or privately negotiated transactions; and/or (iv) entering into
additional credit arrangements. If we incur additional debt, it may limit our access to capital in the future which
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could impact our ability to.meet statutory net worth requifements in the states inwhich we do business and limit our
ability to pursue acquisition opportunities or enter new states. Additionally, any new credit arrangement may.call for
srgmﬁcant debt servrce requirements and have less favorable interest terms than .under our current Credit
Agreement. Any |ssuance of’ equlty securmes or debt 'or prefen'ed stock convemble into our- equrty securities
could have a matertal adverse effect on the tradmg pnce of our common stockt Dependmg upon the ultrmale

amounts borrOWed of otheiwise" owéd; tinder’ the Credit Agreement " become "due and payable

To date, the Court has not detennmed the amount of the statutory penaltles AMERIGROUP Corporatton and
AMERIGROUP llltn01s Inc belreve that there is a ba51s for the Jury verdrct ) be sel a51de or reversed on appeal
either resultmg ina Judgment in our favor or ina hew trial. Accordmgly, we b beheve that itis reasonably possnble that
damages may range from zeto to $524 730 plus the reasonable attorney’ s fees expenses “and’ costs ‘of Tyson 5
counsel . o

R

Lt DU L A N h”l- oLy
SCREARA R L T ,‘.'f'.r.x ot vl ey

Although it'is possible that the ultimate' citcome of the Qui Tam litigation will -not"be’ favorable to us, the
amount of a loss, if any, is uncertain. Accordingly, we have not recorded any amounts in the Consolidated Financial
Statements for unfavorable outcomes, if any. It is possrble that,the ultimate outcome of this matter will have a
matenal adverse effect on our financial posmon results of (l)peranons or l|qu1d1ty If we were to inciir srgnlﬁcant
losses in connection with the Qu1 Tam lttlgauon; the Company could fail to meet'certam ﬁnanc1al covenants and/or
other provisions under ns' Credn Agreement whrch would render the Company in default under the 'Credit
Agreement, thereby causing, among other thmgs any amounts borrowed or otherwrse owed under the Credlt

Agreement to become due and payable

~ '
A P

Lt BT R TR ;' v

As a result of the Qui Tam lmganon it is p0551ble that state or federal governments will subject the Company 10
greater regulatory scrutrny rnvesngauon actlon or Imgauon ‘We hive proacuvely been i’ contact w1th all' of the
insurarice and Medicaid regulators in the states in whrch we operate as well as the Ofﬁce of the lnspector Gerieral of
the Department of Health and Human Sérvices (OIG), wnh respect to the practlces at issue in the Qui Tam litigation.
In connection with our discus$ions with the OIG we entered into a tollmg agreement with the OIG whlch preserves
the rlghts that the OIG Had as of October 30, 2006 unt11 September 30,2007: In’ some crrcumstances state of federal
governments may move'to exclude a company from’ contracts as a‘tesult of a civil verdict under the False Clalms
Act, We are unable to predict at this time what, if any, ' further ‘action any*state of federal regulators may’ take.
Exclusion is a discretionary step which we believe would not be commenced, if at all, until all appeals had been
exhausted. Further, prior to any ; admlmstrauve actlon ‘or exclusron takmg effect we belleve we, would have an
opportunity to advocate our posmon Whrle the c1rcumstances of thts case do not appear to warrant such actron
exclusion from doing business with the federal or any state govemments could hiave a material adverse effect on our
financial position, results of operations or liquidity.

It is also possible that plaintiffs in other states could bring similar litigation against the Company. While'we
believe that the practices at issue in the Qui Tam litigation have not occurred outside of the operatrons of the
Company’s Hlinois subsidiary, successful verdict in similar lttlgatxon in another state could have a maiterial adverse
effect on our financial position, results of operations or liquidity. . C e memaan ,
v " P e R PR P -
Class Action ComPlatms T Tt e Pt bl o aer e e

" e e T .- SV PO ST CTRS VL LA ’ ' [V

Beginning on October-3, 2005, five purported class action complaints :(the. Actlons) .were filed in the
United States District Court for the Eastern District of Virginia on behalf of persons who acquired our common
stock between April 27, 2005 and September 28, 2005. The Actions purported to allege claims against us and certain
of ourofficers for alleged violations of Sections 10(b); 20(a), 20(A) and-Rule 10b-5 of the Securities Exchange:Act
of 1934. On January 10, 2006, the Court issued: an order (i) consolidating the ‘Actions; (ii) setting Illinois State
‘Board of Investment v. AMERIGROUP Corp., et al., Civil Action No. 2:05-cv-70! as lead case for purposes of trial

and all pretrial proceedings; (iii) appointing Illinois State Board of Investiment (ISBI) as Lead Plaintiff and its choice
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of counsel as Lead Counsel; and (w) ordering that Lead lentlff ﬁ]e a Consol:dated Amended Complamt (CAC) by
February 24, 2006. . . . L .

On February 24, 2006 ISBI filed the CAC, which purports to aJlege cla1ms on behalf of all persons or entttles
who purchased our common stock from February 16, 2005 through September 28, 2005. The CAC asserts claims for
alleged violations of Sections 10(b), 20(a), 20(A) and Rule 10b-5 of the Securities Exchange Act of 1934 against
defendants AMERIGROUPCorporatlon, Jeffrey L. McWaters, James G. Carlson E. Paul Dunn, Jr. and Kathleen K.
Toth. : *

~ On October 25, 2006, the Company reached an agreement in pnnmple to resolve the Actlons by executing a
memorandum of understandmg (the MOU) with the Lead Plaintiff. Under the terms of the MOU a settlement fund
of $5,000 in cash was created by the Company’s insurance carrier to resolve all class claims against the Company.
All claims asserted against the individuals named in the lawsuit have been dismissed. Accordingly, the Company is

the only remaining defendant. On November 13, 2006, the Company and the Lead Plaintiff executed and filed the
definitive settlement agreement with the Court. The definitive settlement agreement was approved by the Court on
February 5, 2007. : .o .

In aletter dated March 28, 2006, a purported shareholder of the Company demanded that the Board commence
legal proceedings against each member of the Board and senior officer of the Company who has served in such
capacities at any point from April 2005 to March 28, 2006, The letter, which stated that it was intended to comply
with the requirements of a “Shareholder Demand Letter” pursuant to Virginia Code Ann. §13.1-672 and Del. Ch. Ct.
R. 23.1, alleges that the Board and senior officers breached their fiduciary duties to the Company, including the duty
of loyalty and due care, by (i) causing the Company to engage in unlawful conduct or failing to properly ovérsee the
Company'’s press releases and internal controls to prevent such misconduct; (ii) causing the Company to issue false
and misleading statements; and (iii) exposing the Company to potential liability for the foregoing violations. As
deserlbed in the letier, the purported sharcholder believes that the legal proceedings should seek recovery of
damages in an unspecified amount.allegedly sustained by the Company, as well as disgorgement by certain
members of the Board and senior officers to the Company of salaries and bonuses received by them from April 2005
to the present. The letter further demands an investigation into the circumstances surrounding the resignations of
E. Paul Dunn, Jr. and Frederick C. Dunlap and the fairness of the terms of the Separation Agreement and General
Release entered into between the Company and Mr. Dunn.

- Acopy of the letter was forwarded to the Board of Directors for their review and action. The Board has retained
independent counsel to review this matter. There can be no assurance that the purported shareholder will not further
pursue his atlegations or that any pursuit of any such allegations would not have a material adverse effect on the
Company.

(f) Other Contingencies
Medicare Parts A & B ) . o

One year into our participation as a SNP in the Houston, Texas market we are receiving fewer medical claims
than we would have expected. As of December 31, 2006, we have paid $35,800 0f physician and hospital claims for
services rendered to our members for Medicare Parts A & B benefits or 63% of the $56,400 in estimated incurred
expenses. A liability for incurred but not reported claims of $20,600, representing the difference between the
estimated incurred expense and the amount paid, is recorded as a liability in the Consolidated Financial Statements
at December 31, 2006. Due to the uniqueness of this new program, there are a variety of factors that could contribute
to this lower volume of claims. Such factors may include, among other thmgs claims sent in error to other payors,
confusion on behalf of providers as to the appropriate payor for the membérs, retroactive enrollment changes,
variability in our enrollment since inception, difficulty adjudicating.claims due to new or different medical benefits,
complexities associated with a new product causing confusion among the members and providers, and changes in
the severity of illness of our members. All of these factors could cause a delay in the receipt of claims for services
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provided to our SNP members, necessitate re-adjudication of claims or result in a retroactive premium adjustment.
We are continuing to evaluate the potential impact of these various factors. : .

We estimate that our liability related to incurred but not reported Medicare Parts A & B physician and hospital
claims to be in the range of approximately $9,800 to $46,000. As discussed above, we have recorded a liability of
$20,600 in the Consolidated Financial Statements which represents our best estimate at December 31, 2006. In
determining our best estimate, our actuaries relied upon their original medical cost estimates (based on data
provided by CMS), and blénded in the emerging medical claims experience using a credibility model. In doing so,
more credibility or reliance' was placad'oh the paid claim data and less reliance was placed on our original medical
cost estimates as of December 31, 2006. Our range of liability related to incurred but not reported Medicare Parts
A & B physician and hospital claims represents our original estimates on the upper end of the range and estimates
based solely on claims experience on the lower end of the range. '

As we continue to evaluate our.claims payment experience, favorable prior period developments may result.
Alternatively, if because of one or more of the factors stated above or for other réasons, 'we find that additional
claims payments more closely approximate or exceed our previous estimate, then our actuarial estimate of incurred
claims may be increased resulting in unfavorable prior period devélopment, We can give no assurance that any prior
period development related to this issug in any future periods, whether favorable or unfavorable, will not have a
material effect on our bﬁsiriess,'res:ults‘ of operations or financial condition.”

Medicare Part D

_ The Company’s contract with CMS includes a risk sharing provision. The risk sharing provision takes effect if
actual pharmacy benefit costs are more than 2.5 percentage points above or below expected cost levels as submitted
by the Company in its initial contract application. We have calculated an estimate of the risk share and accordingly,
as of and for the year ended December 31, 2006, we recorded a risk share liability to CMS in other current liabilities
in the Consolidated Balance Sheets and-a corresponding retrospective premium adjustment in premium revenues in
the Consolidated Income Statements. The recorded liability represents the estimated amount payable by the
Company to CMS under the risk share’ contract provision if the program was terminated at December 31, 2006
based on estimated costs incurred through that date. The final risk share amounts due to or from CMS, if any, will be
determined approximately six months after the end of the contract year-end. ' '

In an effort to reimburse Medicare prescription drug plans for drug costs incurred on behalf of Medicare
beneficiaries who may have switched plans or otherwise may not have been appropriately enrolled in a plan during
the Part D program start-up earlier this year, CMS has implemented a reconciliation process to correct payment
discrepancies between plans which is referred to as the Plan-to-Plan Reconciliation project. This project facilitates
the exchange of payments between the plan where the beneficiary is officially enrolled and the plan that paid claims.
During the fourth quarter of 2006, Phase 1 of the Plan-to-Plan Reconciliation was completed with no significant
impact on the results of operations of the Company. :

Florida Behavioral Health

A Florida Statute (the Statute) givesthe Florida Agency for Health Care Administration (AHCA) the right to
contract with entities to provide comprehensive behavioral healthcare services, including mental health and
substance abuse services, The Statute forther requires the contractor to use at least 80% of the capitation for the
provision of behavioral healthcare services, with any shortfall in the 80% expenditure being refunded to the State. In
the contract that AMERIGROUP Florida, Inc. has with AHCA, AMERIGROUP Florida, Inc. is.required to provide
comprehensive behavioral healthcare services, but the contract defines a limited subset of behavioral healthcare
services that can be counted towards the fulfillment of the 80% requirement. AMERIGROUP Florida, Inc. and other
similarly situated contractors have disputed the restrictive definition imposed by AHCA and believe that providing
only the limited AHCA definition does not support meeting our obligation to provide comprehensive healthcare
services in accordance with our contract. There was an attempt to resolve this issue in the most recent session of the
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Florida tegislature, which. was-unsuccessful.: AMERIGROUP ‘Fiorida; Inc. believes that the implementation by
AHCA of the restrictive definition of comprehensive behavioral healthcare services in the contract is impermissible
and mconsrstent with the statutory requrrements for administrative rule making. In February 2007 the Company
received a ruhng md1cat1ng amounts ‘owed to AHCA of $5,200 for the 2004 and 2005 contract years which has been
recorded in the’ accompanymg Consolidated Financial Statements as of Décember 31, 2006. The Company has the
optlon to appea] this’ determmatton through arbltratron and is currently consrdermg this allematlve The Company
Ras'reserved af;proxrmately $7 900 as its best estimate of liability for all prior and current contract periods, which is

mcluded in unearned revenue in Cbndensed Consohdated Fmancral Statements as of December 31, 2006
[ P L A "l e ] t [ i
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“Risk Sharing Réceivable * = "' 4 % Vo G i L e
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. . In the Eort Worth service area, AMERIGROUP{ Texas, lnc had an excluswe risk-sharing arrangement with
Cook, Chrldren s Health Care Network (CCHCN) and Cook Chlldren s Physrcran Network (CCPN) which includes
Cook Children’ S Medrcal Center (CCMC) that was termmated as of August 31 2005. Under the risk-sharing
arrangement the partles have an obhgatron to perform annual reconcrhauons and settlements of the nsk pool for
each contract year We beheve that CCl—lCN owes us substantlal payments for the 2005 contract year,, whrch we
estimate are approxlmately $10 400 as of December 31 2006 The contract with CCHCN prescnbes reconciliation
procedures with respect to each contract penod As of this date, we are complenng the reconciliation process with
CCHCN with respect to the 2005 contract years. We recently completed the reconciliation process with CCHCN
with respect to the 2004 contract year resulting in payment in full from CCHCN of approximately $1,700. If we are
unable to agree on a settlement, our expensesattributable to these periods may be adversely affected, and we may
incur significant costs in our,efforts to reach a final resolution of this matter. . :

T ey S ke ot A I
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Experfence Rebate,Pcryabie G e e , ‘-.r e

. Our Texas health plan is requlred to pay a rebate to the State of Texas i m the event proﬁts exceed establrshed
levels. The rebate calculation reports that we lfiled for the comract years ended August 31, 2000 through 2004 have
been audited by a contracted auditing ﬁrm retamed by the State of Texas [n therr report, the audrtor has challenged
inclusion in the rebate calculation certain expenses incurred by ‘the Company in providing services to the health plan
under the administrative services agreement. We are not certain whether there has been an ultimate determination
by the State-of Texas with respect to.the recommendations to exclude these expenses as defined contained in the
report. The contract year ending'August 31,2005 is currently being audited by the state contracted firm and contract
year ended August 31, 2006 isexpected to be audited commenc¢ing in mid-2007. Although we believe that the rebate
calculations were done appropriately, if the regulators were ultimately. 1o disallow cenain of these expenses in the
rebate calculation, it could result in the requirement that-we pay the:State of Texas additional amounts for these prior
periods and it could reduce our profitability in future periods. We believe: rt is reasonably possrble that the liability
related to this issue could range from zero to $18,900.

NewJerseyProwderNenvork T A S O T : L
o N NELRY . ST Y I . [ERTI | TR ! '

" In December 2006 our New Jersey subsidiary. received a notice .of deﬁc1ency for fallure to meet -provider
network requirements in sevéral New-Jersey ‘counties as requrred by our Medicaid contract with New Jersey. We
submitted 1o the State of New Jérsey a:corréctive action plan and a request for:a waiver of certain contractual
provisions in-December 2006 and January 2007..The State ofiNew Jersey is considering our requests for waivers,
and we have been granted an éxtension to correct the network deficiencies through June 2007. Prior to the éxpiration
of the extension, we will work with the State of New Jersey to correct certain electronic records and to correct the
network deficiencies. Although we believe that we will be able to resolve this issue, if the State of New Jersey does
not grant further waivers and imposes fines and penalties-our financial results can. be materially impacted.
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AMERIGROUP CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

(12) Employee Stock Purchase Plan - L

On February 15, 2001, the Board of Directors approved and we adopted an Employee Stock Purchase Plan. All
employees are eligible to participate except those employees who have been employed by us less than 90 days,
whose customary employment is less than 20 hours per week or any employee who owns five percent or more of our
common stock. Eligible employees may join the plan every six months. Purchases of common stock are priced at the
lower of the stock price less 15% on the first day or the last day of the six-month period. We have reserved for
issuance 1,200,000 shares of common stock. We issued 81,152, 80,340, and 61,684 shares under the Employee
Stock Purchase Plan in 2006, 2005, and 2004, respectively. As of December 31, 2006 we had a total of
801,334 shares available for issuance under the Employee Stock Purchase Plan.

The fair value of the employees’ purchase rights granted in each of the six months offering periods during
2006, 2005 and 2004 was estimated on the date of grant iising the Black-Scholes-Merton option-pricing model with
the following weighted average assumptions: Co ‘ o
T Six Month Offering Perlods Ending

December 31, June 30, December 31, . June 30, December 31, June 30,

2006 2006 -2005. 2005 © 2004 2004
Expected volatility ....... 44.90% 45.65% 45.65% 29.42% 28.20% - 30.62%
Expected term . ......... 6 months 6 months ° 6 months  6months 6 months ™ 6 months
Risk-free interest rate . : . . . 5.24% 4.16% 3.40% 244%  1.58% 0.95%
Divided yield . .......... . None None - None None None | - None

The per share fair value of those purchase rights granted in each of the six month offéring periods during 2006,
2005 and 2004 were as follows: : o
Six Month Offering Periods Endlng‘ -
December 31, June 30, December 31, June 30, December 31, June 30,
. 2006 2006 2008. 2008 2004 2004
Grant-date fair value ...  $870° ~ $5.467  §10.68  $851%  $547  34.80

. The Company recognized $537 of compensation expense during the year ended December 31, 2006-for the
purchase rights granted during 2006, Included in the pro forma effect on net income and earnings per share if the
Company had applied fair value recognition in prior years was $791 and $316 for the years ended December 31,
2005 and 2004, respectively. . - ‘ - '

e
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AMERIGROUP CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

(13) Parent Financial Statements : et
The following parent only condensed financial information reflects the financial condmon resulls of
operations and cash flows of AMERIGROUP Corporatton : .o P :
p )
CONDENSED BALANCE SHEETS .
i D : . . ' December 3,
. t : 2006 2005
S B (Dollars in thousands)
E ~ ASSETS ‘ ' - o
Current assets: | , AT . . \ T

Cash and cash equivalents. . . ... ............. S $ 20,496 S 19,497

Short-term investments . . .. ... ............ e e .. 128,090 . 70,900

Due from subsidiaries. . ........... e e 17,345 28,222

Deferred income taxes . . . .. U P PR 7,344 8,674

Prepaid expenses and other CUITent asSets . . ... ...........ooureneeennn.. 30,057 11,700

Total current assets . .. ... ottt i e e e SR 203,332 . 138,993

Long-term investments . . .. ....... ... ... e nnn.. e 5,000 67,505
Investment in subsidiaries. . ............ e . P 577.857 439,982
Property and equipment, net. ... ................... e " 37,618 27,492
Software, net of accumulated amortization ‘of $31,722 and $24,778 at December 31, :

2006 and 2005, respectively . ............ e e 34,136 23,793
Other long-term assets . . ... ... P e 7086, ., 6922
Subordinated loan receivable ... ....... ... .. .. oLl 4,203 4,203

' o $ 869,232 3 708,890
. LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities;

Accounts payable .. .. ... L PP 6,285 - 7,243

"Accrued payroll and related liabilities . . 2. ........ ..., ... . ... e 39,951 - 17,971

Accrued expenses and other current liabilities . ... ..7.................... " 40,907 - " 19,013

Current portion of capital lease obligations . ............................ 795 1,642

Total current liabilities . .. .. ..ttt e e et e 87,938 45,869

Capital lease obligations less current portion. .. .........c.oiiti .. 415 1,175
Deferred INCOME LAKES . . . o vttt ittt et ettt e e e e e 6,158 14,576
Other long-term liabilities. . . .. ... ... . . . i i e 6,136 5,716

Total liabilities . . . ... ...t e 100,647 67,336

Commitments and contingencies
Stockholders’ equity:

Common stock, $0.01 par value. Authorized 100,000,000 shares; issued and

outstanding 52,274,552 and 51,567,340 at December 31, 2006 and 2005,

TS PECtVElY. . it e e e 523 516
Additional paid-incapital .. ............ .. ... i, e 391,515 371,744
Retained earnings. . ... ... .. it e 376,547 269,294

Total stockholders’ equity . .. ... ... . i i e e 768,585 641,554

$ 869,232 % 708,890
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AMERIGROUP CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

CONDENSED STATEMENTS OF INCOME

Revenues:

Service fees from subsidiaries .. ........ ... ... o
INveStMEnt INCOME. . . o vttt vt e et rrm s ee e e aa e nn e

Total TEVENUES . . . ottt ettt e e e

Expenses:

Selling, general and administrative. . ............. ...,
Depreciation and amortization .. ... ... ... oo e
1T (=t S

Total EXPERSES .« oo v v s v e

.o, N - r .
Income before income taxes and equity earnings in

subsidiaries . . ... .. i e
INCOME [AX EXPENSE. . . v v v e vt ae e i a e s e
Equity earnings in subsidiaries. . . .......... ... oo

Nt ICOIMIE . & o s v e e et ettt et te e e et as

Net income per share:

, Basic net income per share. ............... ... ...
Weighted average number of common shares outstanding . .

Diluted net income per share . . ........ ... ... ... ..

Weighted average number of common shares and dilutive

potential common shares outstanding ...............
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Years Ended December 31,

2006

2005

2004

(Dollars in thousands, except for per share data)

5 169,933

. $ 180,961

$ 236661
6,728 4,115 3.774
243,389 174,048 184.735
186,810 114,532 100,719
17,089 15,331 14,369
608 608 731
204,507 130,471 115.819
38,882 43577 . 68916
13,705 16093 26880
81,929 26,167 43.978
$ 107,106 $ .53651 .. 86014
$ 207 $ 105 § 1.73
51,863,999 51,213,580 49,721,945
$ 200 08 102 § 1.66
53,082.933 52,857,682

51,837,579




AMERIGROUP CORPORATION AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

CONDENSED STATEMENTS OF STOCKHOLDERS’ EQUITY

1 v

Balances at January 1, 2004 .. ...

Common stock issued upon
exercise of stock options and

. purchases under the employee
stock purchase 'plan ..........

Tax benefit from exercise of stock
options . ................ -

Amortization of deferred
, compensation ..............

Netincome . .................

Balances at December 31, 2004 . . .

Common stock issued upon
exercise of stock options and
purchases under the employee

stock purchase plan .. ........

Tax benefit from exercise of
options . ......... ...

Other ......... ... . ... . ...

Balances at December 31, 2005. ..

Common stock issued upon i
exercise of stock options,
vesting of restricted stock
grants, and purchases under the
employee stock purchase plan .

Compensation expense related to
share-based payments . .......

Tax benefit from exercise of stock
OPLONS . .o v vt i n e en s

Other ........... ...

Balances at December 31, 2006. . .

Common stock
Shares Amount

Additional
paid-in
capital

Retained
earnings

A

o
]

Total

Deferred stockholders’
compensation equity

(Dollars in thousands)

48,889,244 $ 489 $ 331,506 $ 129776  $ (57)  $ 461,714
1640480 16 12,902 —_ _ 12,918
— — 8,009 —_ — .. 8009

_ _ — — 57 .57

— — — 86,014 — 86,014
50,529,724 505 352417 215,790 - 568,712
1,037,616 11 10,756 — — 10,767
— 8,571 - — 8571

— — — (147) —_ (147)

— — — 53,651 — 53,651
51,567,340 516 371,744 269,294 — 641,554
1707,212 7 8,683 — — 8,690
— — 8,477 8,477

— — 2,611 — — 2,611

_ - - 147 — 147

— — —  107.106 — 107,106
52274552 $ 523 S 391,515 $ 376547 $ — $ 768,585
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CONDENSED STATEMENTS OF CASHFLOWS

AMERIGROUP CORPORATION AND SUBSIDIARIES _
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

Years Ended December 31,

2006 2005 2004
- ﬁ T {Dollars in thousands)
CaSh flows from operating activities: o .
Net i mcorne ....................................... .. ‘ $ 107,106 $ 53,651 $ 86,014
Adjustments to reconcﬂe net mcome to net cash prov1ded by o
operating activities: S
Depreciation and amortization 1 ............ i 17,089 15,331 14,369
Loss on disposal or abandonment of property, equipment and
SOPWETE .« o o e 269 — 971
Deferred tax (benefit) expense .. % ... ... .. R (10,882) - 3416 2,189
Compensation expense related to share-based paymems .......... 8,477 — —
‘Tax benefit refated to exercise of stock OPHONS . . . oo e eeeeen — 8,571 8,009
Amortization of deferred compensation. . ........ .. ... 0o —- — 37
Changes in assets and liabilities increasing (decreasing) cash flows
from operations: B N | o o ‘

., Equity earnings in subsidiar_i_es.“. ........ R PR (81,929) (26,167) " (43,978)
Prepaid expenses and other current assets . .. R R (18,35?) (2,016) (3,080)
Other ASSEIS « . oo oottt ia e e (672) (l,Q77) (1,002)
Accounts payable, accrued expenses and other current ' ',

liabilities . .......... R R R DR PRERE 43,504 3.899 (3,469)
Other long- lerm habllmes .............................. 420 (760} 2,028
Net cash provided by operating activities. ... ............. 65,425 54,848 62,108
Cash flows from investing activities:
Proceeds from sale (purchases)} of securities, net . .............. 5462 (23,724) 59,366
Purchase of property and equipment and software . ... .......... (37,319) (19,762) (27,367)
Contributions made to subsidiaries . ........... .. oot (87,291)  (153,426) (2,394)
Dividends received from subsidiaries . .......... ... .. o, 34,151 9,533 30,437
Net cash (used in) provided by investing activities. .. ......... (84,997)  (187,379) 60,042
Cash flows from financing activities:
Increase (decrease) in due from subsidiaries .................. 10,877 (10,710) 568
Payment of debt issuance costs ... ... oo — (1,626) ‘ —
Payment of capital lease obligations .. .............. ... ... “(1,607) (3,229) 4,473
Proceeds from exercise of stock options and employee stock
PUTCRASES . o . oot 8,690 10,767 12,918
Tax benefit related to exercise of stock options . . .............. 2,611 — —
Net cash provided by (used in) financing activities ........... 20,571 (4,798) 9,013
Net increase {decrease) in cash and cash equivalents. . ............ 999 (137,329) 131,163
Cash and cash equivalents at beginning of year. . ................ 19,497 156,826 25,663
Cash and cash equivalents atend of year ................... ... $ 20496 § 19497 3 156,826
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Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

None. . Lo

Item 9A. Controls and Procedures . . -

4 . e

Pt R .," e ) o
(a) Evaluation of Disclosure Controls and Procedures. !

. Our management, with the participation of our Chief Executive Officer and Chief Financial Officer, has
evaluated the effectiveness of our dlsclosure controls and procedures (as such term is deﬁned in Rules 13a- 15(e) and
15d-15(¢) under the Secunues Exchange Act of 1934, as amended (the “Exchange Act")) as of the end of the period
covered by this report. Based on such evaluation, our Chief Executive Officer and Chief Financial Officer have
concluded that, as of the end of such period, our disclosure controls and procedures’ are effective in recording,
processing, summarizing and reporting, on a timely basis, information required to be disclosed by us in the reports
that we file or submit under the Exchange Act and are effective in ensuring that information required to be disclosed
by us in the reports that we file or submit under the Exchange Act is accumulated and communicated to
management, including our Chief Executive Officer and Chief Financial Officer, as appropriate, to aliow timely
decisions regarding required disclosure.

(b) Internal Control over Financial Reporting.

MANAGEMENT’S REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING

The management of AMERIGROUP Corporation is responsible for establishing and maintaining adequate
internal control over financial reporting. Internal control over financial reporting is defined in Rules 13a-15(f) and
15d-15(f) under the Securities Exchange Act of 1934 as a process designed by, or under the supervision of, the
Company’s principal executive and principal financial officers and effected by the Company’s board of directors,
management and other personnel to provide reasonable assurance regarding the reliability of financial reporting and
the preparation of financial statements for external purposes in accordance with U.S. generally accepted accounting
principles.

The management of AMERIGROUP Corporation assessed the effectiveness of the Company’s internal control
over financial reporting as of December 31, 2006. In making this assessment, it used the criteria established in
Internal Control — Integrated Framework set forth by the Committee of Sponsoring Organizations of the Treadway
Commission (COSO). Based on our assessment, we believe that, as of December 31, 2006, the Company’s internal
control over financial reporting was effective based on those criteria.

Management’s assessment of the effectiveness of internal control over financial reporting as of
December 31, 2006 has been audited by KPMG LLP, an independent registered public accounting firm, as stated
in their report, which is included herein.

(c) Changes in Internal Controls.

Duringthe year ended December 31, 2006, in connection with our evaluation of internal control over financial
reporting in accordance with Section 404 of the Sarbanes-Oxley Act of 2002, we concluded there were no changes
in our internal control procedures that materially affected, or are reasonably likely to materially affect, our internal
control over financial reporting.

(d) Other
" Our internal control over financial reporting includes policies and procedures that:

« pertain to the maintenance of records that in reasonable detail accurately and fairly reflect the transactions
and dispositions of the assets of the Company; '
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* provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial
statements in accordance with U.S. generally accepted accounting principles, and that receipts and
expenditures of the Company are being made only in accordance with authorizations of management
and directors of the Company; and

* provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or
disposition of the Company’s assets that could have a material effect on the consolidated financial
statements.

Because of, its mherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Projections of any evaluation of effectiveness to future periods are subject to the risks that controls
may become inadequate because of changes in conditions, or that the degree of compliance with the pohc1es or
procedures may detenorate

Item 9B. Other Information

None.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockhoclders
AMERIGROUP Corporation: A " -

We have audited management’s assessment, included in the accompanying Management’s Report on Internal
Control Over Financial Reporting, that AMERIGROUP Corporation maintained effective internal control over
financial reporting as of December, 31, 2006, based on criteria established in Internal Control — Integrated
Framework, issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSQ).
AMERIGROUP Corporation’s management is responsible for maintaining effective internal control over financial
reporting and for its assessment of the effectiveness of internal control over financial reporting. Our responsibility is
to express an opinion on management’s assessment: and an opinion on the effectiveness of AMERIGROUP
Corporation’s internal control over financial reporting based on our audit. P o .

. L . L t RS e,

We conducted our audit in accordance with.the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in all material respects. Our audit
included obtaining an' understanding, of internal -control over financial reporting, evaluating management’s
assessment, testing and evaluating the design and operating effectiveness of internal control, and performing
such other procedures as we considered necessary in the circumstances. We - believe that our audit provides a

reasonable basis for our opinion.

A company’s internat control over, financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with U.S. generally accepted accounting principles. A company’s internal control over financial
reporting includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable
detail, accurately and fairly reflect the transactions and dispositions of.the assets of the company; (2) provide
reasonable assurance that transactions are recorded as necessary to permit preparation of financial statements in
accordance with U.S. generally accepted accounting principles and that receipts and expenditures of the company
are bei,ng'.mad,é'-'pnly in accordance with authorizations of management and directors of the company; and
(3) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use or -
disposition of 'tly: company’s assets that could have a material effect on the financial statements.

¥ B'epat:i's;c'éf its inherefit' limitations, internal ¢ontrol over financial reporting may not prevent or detect
misstatements. ‘Also, projectiohs of any evaluation of effectiveness to fulure periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree-of compliance with'the
policies or procedures may deteriorate. ' )
R ] . aa = , L e

In our opinion, management’s assessment that AMERIGROUP Corporation maintained effective internal
control over financial reporting as of December 31, 2006, is fairly stated, in all material respects, based on criteria
established in Internal Control — Integrated Framework, issued by COSO. Also, in our opinion, AMERIGROUP
Corporation maintained, in all material respects, effective internal control over financial reporting as of Decem-
ber 31, 2006 based on' criteria’ established in-Internal Control «— Integrated Framework, issued by COSO.

. . . . ¢ . - ' v L e

v
' . . . v .. 4 “

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the consolidated balance sheets of AMERIGROUP Corporation and subsidiaries as of
December 31, 2006 and 2005 and the related consolidated income statements and consolidated statements of
stockholdets’ equity and cash flows for each of the years in the three-year period ended December 31, 2006 and our
report dated February 23, 2007 expressed an unqualified opinion on those consolidated financial statemetits.

[N . ° ' e

fsf KPMG LLP
Norfolk, Virginia Lo _ . :
February 23, 2007 , - - T Lo . . — T
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PART IIL

Item 10. Directors and Executive Officers of the Company

The information regarding Executive Officers is contained in Part I of this Report under the caption “Executive
Officers of the Company.”

The information regarding directors is incorporated herein by refe'rence from the section entitled “PRO-
POSAL #1: ELECTION OF DIRECTORS™ in the Proxy Statement,

The information regarding coinpliance with Section 16(a) of the Securities and Exchange Act of 1934 is
incorporated herein by reference ‘from the section entitled “Section 16(a) Beneficial Qwnership Reporting
Compliance™ of our definitive Proxy Statement (the “Proxy Statement”) to be filed pursuant to Regulation 14A
of the Securities Exchange Act of 1934, as amended, for our Annual Meeting of Stockholders to be held on
Thursday, May 10, 2007. The Proxy Statemnent will be filed wnhm 120 days after the end of our fiscal ycar ended
Decembér 31 2006. .

The information regarding the Company’s code of business conduct and ethics is incorporated herein by
reference from the section entitled “Corporate Governance” in the Proxy Statement.
Item 11. Executive Compensation

. Information regarding executive compensation is incorporated herein by reference from the section enmled
“Executive Ofﬁcer Compcnsat:on in the Proxy Statement

Item 12 Security 0wnershtp of Certam Beneﬁcml Owners and Management and Related Stockholder

Matters
Number of Securities
Number of Weighted- . Remaining Available
Securities to be Average Exercise ' for Future Issuance
B . Issued Upon Price of Under Equity
Exercise of CQuistanding Compensation Plans
Outsianding Options, (excluding securities
Options, Warrants Warrants and,  reflected in the first
and Rights Rights columni(l)
: ' . ' t ot
Equity compensation plans approved by security o T,
holders. .. ... ... .. .. ... 5,110,976 $ 2422 4,064,812
Equity compensation plans not approved by security
holders. . ... .... N e ) — — —
Total .o 5,110,976 $ 2422 - 4,064,812

t.

{1} Includes é total of 3,263,478 shares not yet issued as of December 31, 2006 under the 1994 Stock Plan and the
2000, 2003, and 2005 Equity Incentlve Plans and 801,334 shares not yet issued under the Employee Stock
.+Purchase Plan. .

., In 2006, we issued options to purchase 1,010,526 shares of common stock to associates énd 230,050 of non-
vested shares were granted to associates. All of these awards were granted under AMERIGROUP’s 2005 Equity
Incentive Plan. :

e

Item 13. Certain Relationships and Related Transactions

Information regarding certain relationships and related transactions is incorporated herein by reference from
the section entitled “Certain Relationships and Related Transactions” in the Proxy Statement.
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Item 14. Principal Accountant Fees and Services

Information regarding principal accountam‘.fees and services is incorporated herein by reference from the
section entitled “Proposal #3: RATIFICATION OF APPOINTMENT OF lNDEPENDENT REG[STERED PUB-
LIC ACCOUNTING FIRM” in the Proxy Statement.- oo e oo

PARTIV, A

Item 15. Exhibits and Financial Statement Schedules

(a)}(1) Financial Statements.

The following financial statements are filed: Independent Auditors’ Report, Consolidated Balance Sheets,
Consolidated Income Statements, Consolidated Statements of Stockholder‘; Equlty, Consohdated Statements of
Cash Flows, and Notes'to Consolidated Fmdncml Stalements

(a)2) Fmanc:_al Statement Schedules.
None.
(b) Exhibits. 2.1 . . ) : e

The following exhibits, which are furnished with this annual report or mcorporated herein by reference are
filed as part of this annual report. ) T

Exhibit
Number - . Description
3.1 Amended and Restated Certificate of Incorporation of the Company (incorporated' by reference to
exhibit 3.1 to our Registration Statement on Form S-3 (No. 333-108831)). .
3.2 By:Laws of the Company (incorporated by reference to exhibit 3. 2 to our Reglstratlon Statement on
Form S-3 {No. 333-108831)).
4.1 Form of share certificate for common stock (incorporated by reference to exhlbn 4.1 1o our
- Regmtrauon Statemenl on Form §-1 (No 333- 347410)) v
4.2 . AMERIGROUP Corporatlon Second Restated Investor nghts Agreement dated July 28, 1998

(mcorporated by reference to exhibit 4.2 to our Registration Statement on Form S-1
(No 333-37410)).

10.1 Second Amended and Restated Employment Agreement of Jeffrey L. McWaters dated October 2,
2000 (incorporated by reference to our Registration Statement No. 333-3740 on Form S-1 which was
‘declared effective by the Securities and Exchange Commission on November 5, 2001).

*10.6.11 Amendment to Amended and Restated Contract between State of New ] ersey, Department of Human
Services, Division of Medical Assistance and Health Services and AMERIGROUP New Jersey, Inc.
dated July 1, 2006 (mcorporated by reference to exhibit 10.6.11 to our Form lO-Q ﬁ]ed on Augu';t 4,
" 2006).

*10.6.12 Amendment to Amended and Restated Contract between State of New Jersey, Depanmem of Human
‘ " Services, Division of Medical Assistance and Health Services and AMERIGROUP New Jersey, Inc.
datéd July 1, 2006 (incorporated by reference to exhibit 10.6.12 to our Form 10-Q filed on

November 14, 2006). ‘ »

- 10.8 Form 2003 Cash Incentive Plan of the Company (incorporated by reference to exhibit 10.38 to our
' Quarterly Report of Form 10-Q for the last quarter endéd June 30, 2003, filed on August 11, 2003).

10.9 Form 2005 Equity Incentive Plan (incorporated by reference to our Deﬁnitive‘Proxy Statement
Pursuant to Schedule 14a of the Securities Exchange Act of 1934, filed on April 4, 2005).
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Exhibit
Number

1010

10.11
10.12

- 10.13
10.14
10.15
10.16
10.17

10.17.8
10.17.9
10.18
10.19
110.20

1021

10.22

Description

Deﬁmuve Agreement dated October 26, 2004, belween CarePlus, LL.C and AMERIGROUP
Corporation (incorporated by reference to our Current Report on Form 8-K, filed on November 1,
2004).

Closing Agreement dated January 3, 2005, between CarePlus, LLC and AMERIGROUP Corporation
(incorporated by reference to exhibit 10.47 1o our Current Report on Form 8-K, filed on January 6,
2005) . v LECR |

Separation Agreement and General Release with E. Paul Dunn, Jr. former Executive Vice President
and Chief Financial Officer effective December 2, 2005 (mcorporated by reference to our Current

‘Report on Form 8:K, filed on December 6, 2005)

Form the Ofﬁcer and Dlrector lndemmﬁednon Agreement (mcorporated by reference to exhibit 10.16
to our Registration Staternent on Form S-1 (No. 333-37410).

Form of Employee Non-compete, Nondisclosure and Developments Agreeme'nt (incorporated by
reference to exhibit 10.]1 to our Current Report on Form 8-K, filed on February 23, 2005).

Form of Incentive Stock Option Agreement (incorporated by reference to exhibit 10.1 to our Current
Report of Form 8-K, filed on May 13, 2005).

Form of Nonqualified Stock Option Agreement (incorporated by reference to exhibit 10. 2 to our
Current Report on Form §-K filed on May 13, 2005).

Form of Stock Appreciation Rights Agreement (incorporated by reference to exhibit 10.3 to our
Current Form 8-K filed on May 13, 2005). ‘ e

Amendment No. 2 to the Amended Restated Credit Agreement dated October 22, 2003, among
AMERIGROUP Corporation, the Guarantors and the Lenders, named therein, dated May 10, 2005
(incorporated by reference to Exhibit 10.1 to our Current Report on Form 8-K, filed on May 13,
2005).

Amendment No, 3 to the Amended Restated Credlt Agreement dated October 22 2003, among
AMERIGROUP Corporation, the Guarantors and the Lenders, named therein, dated November 21,
2006 (incorporated by reference to Exhibit 10.1 to our Current Report on Form 8-K, filed on
November 27, 2006).

Form of AMERIGROUP Corporation Nonqualified Stock Option Agreement (incorporated by
reference to exhibit 10.1 to our Current Form 8-K filed on November 3, 2005).

The Board of Directors approved and adopted a resolution for director eomi)lensation practices on
February 10, 2005 (mcorporated by reference to our Currem Report on Form 8-K, filed on
February l5 2005). "

Form of Separatlon Agreemerrt between AMERIGROUP Corporaitien and Lorenzo
Childress, Jr, M.D. (incorporated by reference to exhibit 10.]1 to our Current Report on
Form 8-K filed March 4, 2005). : .

‘Form of 2005 Executwe Deferred Compensatlon Plan between AMERIGROUP Corporallon and

Executive Associates (incorporated by reference to exhibit 10.2 to our Current Report on Form 8-K
filed March 4, 2005).

Form of 2005 Non-Employee Director Deferred Compensation Plan between AMERIGROUP

. Corporation and Non-Executive Associates (incorporated by reference to exhibit 10.2 to our

Current Report on Form 8-K filed March 4, 2005).

s
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Exhibit
Number

10.23

10.23.1

10.23.2°

*10.23.3

10.25.1 -

*10.25.2

+ 10.25.3

10.25.3.1

Description

Amendment No. 00017, dated March 1, 2005, to the District of.Columbia Healthy Families
Programs, Department of Health Medical Assistance Administration, Prepaid, Capital Risk
Contract (POHC-2002-D-2003) (incorporated by reference to our-Current Report on Form 8-K,
filed on May 5, 2005).

Amendment No. 00026, dated December 31, 2003, to the District of Columbia Healthy Families
Programs, Department of Health Medical Assistance Administration, Prepaid, Capital Risk Contract

. (POHC-2002-D-2003) effective January 1, 2006 (incorporated by reference to our Quarterly Report

on Form 10-Q filed on May 9, 2006). .. .

Amendment No. 00027, dated December 30, 2003, to the District of Columbia Healthy Families
Programs, Department of Health Medical Assistance Administration, Prepaid, Capital Risk Contract
(POHC-2002-D-2003) effective January 1, 2006 (mcorporated by reference to our Quarterly Report
on Form 10-Q filed on May 9, 2006).

Amendment No. 00029 to the District of Columbia Healthy Families Programs, Department of
Health Medical Assistance Administration, Prepaid, Capital Risk Contract (POHC-2002-D-2003)
effective August 1, 2006 (incorporated-by .reference to exhibit 10.23.1 to our Form 10-Q filed on
August 4, 2006). )

Medical Services Contract by and between Florida Healthy Kids Corporation and AMERIGROUP
Florida, Inc., dated October 1, 2005 (incorporated by reference to exhibit 10.5 to our Quarterly

‘Report on Form 10-Q filed on November 4, 2003).

Medicaid Managed Care Services Contract between The State of Florida, Agency for Health Care
Administration and AMERIGROUP Florida, Inc. for Broward County, Florida effective July 1, 2006
(incorporated by reference to exhibit 10.25.11 to our-Form 10-Q filed on August 4, 2006).

Medical- Contract between the State of Florida, Agency for Health Care Administration and
AMERIGROUP Florida Inc. (AHCA Contract No. FA614) (incorporated by reference to
Exhibit 10.1 to our Current Report on Form 8-K, filed on November 7, 2006). S

Amendment No. 1 to Medical Contract between the State of Florida, Agency for Health Care
Administration and AMERIGROUP Florida, Inc. (Amendment No. 1 to AHCA Contract No:FA614)
(incorporated by reference to Exhibit 10.1 to our Current Report on Form 8-K, filed on January 5,

T 2007).

*10.25.4
10.26

10.26.1

10.27

Amendment to Medical Services Contract by and between Florida Healthy Kids Corporation and
AMERIGROUP Florida, Inc., dated October 12, 2006 (incorporated by reference to exhibit 10 254
to our Form 10-Q filed on November 14, 2006).

Medicaid Contract between New York City Department of Health and Mental Hyglene and CarePlus,
L.L.C. date October 1, 2004 (incorporated by reference to Exhibit 10 48 t0 our Current Report on
Form 8-K, filed on May 5, 2005).

Contract Amendment, dated January 1, 2005, to the Medicaid Managed Care Model Contract
between New York City Department of Health and Mertal Hygiene and CarePlus LLC. Dated
October 1, 2004 (incorporated by reference to Exhibit 10.48.1 to our Current Repon on Form 8-K,
filed on May 5, 2005.)

Child Health Plus by and between The State of New York Department of Health and Care Plus Health
Plan is effective for the period July 1, 1998 through June 30, 2005 (Contract No. C-015473)
(incorporated by reference to Exhibit 10.49 to our Current Report on Form 8-K, filed on May 5,
2005). AT S N
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Exhibit
Number

10.27.1

10.27.2

10.28

10.29

10.29.1

*10.29.2

16.30

10.30.1

10.31

10.31.1

10.32.1

10.32.2

"

Description

Contract Amendment — Appendix X, dated September 10, 2005, to the Child Health Plus Contract
by and between The State of New York Department of Health and Care Plus Health Plan is effective
for the period June 30, 2005 through December 31, 2005 {{Contract No. C-015473) {incorporated by
reference to our Quarterly Report on Form 10-Q, filed on November 4, 2005)). .

- Contract Amendment — Appendix X, dated September 10, 2005, to the Child Health Plus by and

between The State of New York Department of Health and Care Plus Health Plan:is effective for the
period January 1, 2006 through December 31, 2006 ((Contract No. C-015473) (incorporated by
reference to our Quarterly Report on Form 10-Q, filed on November 4, 2005)).

Medicaid Managed Care Model and Family Health Plus Model Contract by and between The City of
New York through the State Department of Health and CarePlus LLC is effective for the period
Qctober 1, 2005 through September 30, 2007 (incorporated by reference to our Quarterly Report filed
on Form 10-Q, filed on November 4, 2005).

Medicaid Managed Care Model and Family Health Plus Model Contract by The State of New York
Department of Health and CarePlus’ LLC effective for the period October. 1, 2005 through
September 30, 2008 (incorporated by reference to our Quarterly Report on Form 10-Q, filed on
November 4, 2005). S -

- Amendment to Medicaid Managed Care Model Contract by The State of New York Department of

Health and CarePlus LLC effective for the period October 1, 2005 through September 30, 2008
{(incorporated by reference to our Quarterly Report on Form 10-Q filed on-May 9, 2006).

Amendment to Medicaid Managed Care Model Contract by The State of New York Department of

- Health and CarePlus LLC effective for the period from April 1, 2006 through Septémber 30, 2008

(incorporated by reference to exhibit 10.29.2 to our Form 10-Q filed on August 4, 2006).

Contract dated July 19, 2005. between-Georgia Department of Community Health and AMGP
Georgia Managed Care Company, Inc. for thé period from July 1, 2005 through June 30, 2006 with
six optional renewal periods (incorporated by reference to Exhlbll 10.1 to our Current Report on
Form 8-K, filed on July 26, 2005). L 1

Contract rates to contract dated July 19, 2005 between-Georgia Department of Community Health
and AMGP Georgia Managed Care Company, Inc. for the period from July 1, 2005 through June 30,
2006 with six optional renewal periods (incorporated by reference to Exhibit 10.1.1 to our Current
Report on Form 8-K, filed on July 26, 2005).

Contract with Eligible Medicare Advantage Organization Pursuant to Sections 1851 through 1859 of
the Social Security Act for the Operation of a Medicare Advantage Coordinated Care Plan(s)
effective January 1, 2006 (incorporated by reference to our Quarterly Report on Form 10-Q filed on
May 9, 2006). .- . , s

Addendum To Medicare Managed Care Contract Pursuant To Secuons 1860D-1- Through 1860D-42
Of The Social Security Act For The Operation of a Voluntary Medicare Prescription Drug Plan
effective January 1, 2006 (incorporated by reference to our Quarterly, Report on Form 10-Q filed on
May 9, 2006). o ‘

Amendment, effective September 1, 2005, to the Health & Human Services Commission Agreement

. i
4 .

_ for Health Services to the Medicaid STAR program in the Dallas Service Delivery Area effectively

extending the contract through August 31, 2006 (incorporated by reference to Exhibit 10.32.1 to our
Annual Report on Form 10-K, filed on March 1, 2006).

Amendment, effective September 1, 2005, to the Health & Human Services Comrmssu:m Agreement
for Health Services to the Medicaid STAR program in the Harris Service Delivery Area effectively
extending the contract through August 31, 2006 (incorporated by reference to Exhibit 10.32.2 to our
Annual Report on Form 10-K, filed on March 1, 2006).

.
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Exhibit
Number

10.32.3

10.32.4

10.32.5

10.32.6

*10.32.7

10.32.8

*10.32.9
10.33
21.1
23.1
31.1

31.2

32

B 3
Descnption

Amendment, effectlve Seplember 1, 2005 to the Health & Human Servwes Commrsswn Kgr:eémcm
for Health Services to the Medicaid STAR program in the Tarrant Service Dellvery Area effectively
extending the contract through August 31, 2006 (incorporated by reference to Exhibit 10.32.3 to our

Annual Report on Form 10-K, filed on March 1, 2006).

Amendment, effective September-1, 2005, to the Health & Human Services Commission Agreement
for Health Services to the Medicaid STAR program in the Travis Service Delivery Area effectively
extending the contract through August 31, 2006 (incorporated by reference to Exhibit 10.32.4 to our
Annual Report on Form 10-K, filed on March 1, 2006).

Amendment, effective September 1, 2005, to the Health & Human Services Commission Agreement
for Health Services to the Medicaid STAR+PLUS program in the Harris Service Delivery Area
effectively extending the contract through August 31, 2006 (incorporated by reference to
Exhibit 10.32.5 to our Annual Report on Form 10-K, filed on March 1, 2006).

. Amendment, effective January 1, 2006, to the Health & Huian Services Commission Agreement for

Health Services to the Medicaid STAR+PLUS program in the Harris County Service Delivery Area
(incorporated by reference to Exhibit 10.32.6 to our Annual Report on Form 10-K, filed on March 1,
2006).

Amendment, effective January 1, 20086, to the Health & Human Services Commission Agreement for
Health Services to the Medicaid STAR+PLUS program in the Harris County Sérvice’Delivery Area
(incorporated by reference to exhibit 10.32.7 to our Form 10-Q filed on November 14, 2006).

Amendment, effective September 1, 2005, to th.e Health & Human Services Commission Agreement
for Health Services to the Children's Health Insurance Program effectively extending the contract

_through August 31, 2006 (incorporated by reference to Exhlblt 10. 32 8 o our Annual Report on
" Form 10-K, filed on March 1, 2006) ‘

Health & Human Services Commission Uniform Managed Care Contract covermg all service areas
and products in which the subsidiary has agreed to participate, effective September 1, 2006
(incorporated by reference to exhibit 10.32.9 to our Form 10-Q ﬁlég on November 14, 2006).

Form of Separation Agreement between AMERIGROUP Corporation and Eric M. Yoder, M.D.
(incorporated by reference to exhibit 10.1 to our Current Report on Form~8 K filed February i6,
2007). ‘i S

List of Subsidiaries , .

Consent of KPMG LLP, Independent Registered Public Accounting Firm, wnth respect to financial
statements of the registrant,

Certification of Chief Executive Officer pursuant to Section 302 of Sarbanes-Oxley Act of 2002,
dated February 27, 2007. ' . .

Certification of Chief Financial [Officer pursuant to Section 302 of Sarbanes- Oxley Act of 2002
dated February 27, 2007. . -

Certification of Chief Executive Officer and Chief Financial Ofﬂcer pursuant to Section 906 of
Sarbanes-Oxley Act of 2002, dated February 27, 200? P

* The Company has requested confidential treatment of the redacted portions' of this exhibit pursuant to
Rule 24b-2, under the Securities Exchange Act of 1934, as amended, and has separately filed a complete
copy of this exhibit with the Securities and Exchange Commission.
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SIGNATURES

Pursuant to the requirements of Section 13 or | 5(d) of the Securities Act of 1934, the registrant has duly caused
this report to be signed on'its behalf by the undersigned, tpercunto duly authonzcd in the City of Virginia Beach,
Commonwealth of Virginia, on February 27, 2007.

Lo St AMERIGROUP, CORPORATION

By: /8! James W. TRUESS

N'ame: James W. Truess
Title:  Executive Vice President and
Chtef Financial Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the
following persons on behalf of the registrant and in the capacities and on the dates indicated. .

Signatures . e . , Title ‘ . Date

o

/s/ JEFFREY L. MCWarERs . Chairman and -Chief Executive Officer  February 27, 2007
Jeffrey L. McWaters [ '

/s/ JamEs W. TRuEss ' Executive Vice President and Chief February 27, 2007
' ' Financial Officer - ’

James W. Truess .

/s/ MARGARET M. ROOMSBURG Senior Vice President and Chief S February 27, 2007
Accounting Officer

Margaret M. Roomsburg

fs/  Tuomas E. Capps * Director : February 27, 2007
Thomas E. Capps ‘ R ' '
/s/ Jerrrey B. CHILD .- . «+, Director ,February 21, 2007
Jeffrey B. Child 1
. +

/s! KAy CoLES JAMES Director o February 27, 2007
Kay Coles James ! Ll :

/s WiLLiaM J. MCBRIDE . . +Director ,

February 27, 2007
William J. McBride g

/s/  UwE E. REINHARDT, Pu.D; ' - ' Dir_eclor:_ ' S Fet;mary 27, 2007
Uwe E. Reinhardt, Ph.D. '

/s/ Ricuarp D. SHrk Director s ‘February 27, 2007

Richard D. Shirk
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JEFFREY L. McWATERS
Chairman and Chief Executive Officer, AMERIGROUP Corporation

THOMAS E. CAPPS, ESQ.
Chairman and Retired Chief Fxecutive Officer, Dominion Resources, Inc.
Compensation Commitree

JEFFREY B. CHILD

Chief Financial Officer of a family office

Retired Director, U.S. Equity Capital Markets

Banc of America Securities, LLC

Audit Committee

Nominating and Corporate Governance Committee

KAY COLES JAMES

Member, U.S. Department of Health and Human Services Medicaid
Advisory Commission

Former Director, U.S. Office af Personnel Management

Former Assistant Secretary, U.S. Department of Health and Human Services

Nominating and Corporate Governance Commirtee

WILLIAM ]. McBRIDE
Retired President, Chief Operating Officer and Director, Value Health, Inc.
Retired President and Chief Executive Officer, CIGNA Healthplans, Inc.
Audit Committee Chairperson
Compensation Committee

UWE E. REINHARDT, PH.D.

James Madison Professor of Political Economy
Princeton University, ;
Nominarting and Corporate Governance Committee Chairperson A

RICHARD D. SHIRK R\
Former Chairman and Chief Fxecutive Officer, Cerulean Companies and :
President and Chief Executive Officer of its Wholly-Owned Subsidiary
Blue Cross and Blue Shield of Georgia

Compensation Commirtee Chairperson

Audit Committee




JEFFREY L. McWATERS
Chairman and Chief Executive Officer

JAMES G. CARLSON
President and Chief Operating Officer

STANLEY F BALDWIN, ESQ.
Executive Vice President, General Counsel and Secretary

CATHERINE S. CALLAHAN
Executive Vice President, Associate Services

NANCY L. GRDEN
Fxecutive Vice President, Chief Marketing Officer

WILLIAM T. KEENA
Executive Vice President, Support Operations

JOHN E. LITTEL, ESQ.
Executive Vice President, External Relations

LEON A. ROOT, JR.
Executive Vice President, Chief Information Officer

JAMES W. TRUESS, CFA
Executive Vice President, Chief Financial Officer

RICHARD C. ZORETIC
Executive Vice President, Health Plan Operations




Corporate Data

CORPORATE GOVERNANCE

Board of Directors

« All burt Jeffrey L. McWaters, Chairman and Chief Executive Officer
of AMERIGROUP, are independent, non-employee Directors.

* The Board meets regularly without members of management present.

» Directors have access to members of the Company’s management team.

» Commitree assignments of our Directors are based upon the skills and
expertise of the individual Director and the needs of the business.

* The Board has an Audit Committee, 2 Compensation Committee and
a Nominating and Corporate Governance Committee, each of which
has always been composed of independent, non-employee Direcrors.

Disclosure and Certification

* Since becoming a public company, AMERIGROUP has practiced
full and timely public disclosure of marterial information.

* Since 2002, all quarterly and annual financial reports filed with
the Securities and Exchange Commission have been certified by
senior management.

» All associates are subject to criminal background checks as a condition
of employment.

» AMERIGROUP is a drug-free workplace.

Ethies

* The Company has a Code of Business Conduct and Ethics which is
reviewed annually by the Board. Since 1998, we have had a Corporate
Compliance Program, which requires thar all of our associates receive
annual training on ethics and the laws and regulations applicable to
our business. '

* A confidential telephone hotline and e-mail address have been in place
for anonymous reporting of complaints and concerns since 1998.

* The Company has adopted a Code of Ethics specifically for financial
executives, which has been signed by all financial executives and senior
officers of the Company.

COMMON STOCK
The Company’s common stock has been listed on the New York Stock
Exchange under the symbol “AGP” since January 3, 2003. From

November 6, 2001 until January 2, 2003, our common stock was
quoted on the NASDAQ National Marker.
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CORPORATE HEADQUARTERS
AMERIGROUP Corporation

4425 Corporation Lane

Virginia Beach, Virginia 23462

(757) 490-6900

www.amerigroupcorp. com

INDEPENDENT REGISTERED
PUBLIC ACCOUNTING FIRM
KPMG LLP

Norfolk, Virginia

TRANSFER AGENT
American Stock Transfer &
Trust Company

59 Maiden Lane

New York, New York 10038
(800) 937-5449

NOTICE OF ANNUAL MEETING _ |

The Annual Meeting of Stockholders
will be held on May 10, 2007, at the
AMERIGROUP National Support
Cenrter 11, 1330 AMERIGROUP Way,
Virginia Beach, Virginia 23464.

INVESTOR RELATIONS
AMERIGRQUP Corporation’s Investor
Relations Department can be contacted at
any time to order, without charge, financial
documents such as the Annual Report

on Form 10-K. Contact us via email at:
ir@amerigroupcorp.com or send your
request to: Investor Relations, AMERIGROUP
Corporation, 4425 Corporation Lane,
Virginia Beach, Virginia 23462.
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